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Coming—!n writing about loss corpora- 
tions and carry-overs, Sydney C. Winton 
says there seems to be no clear-cut line 
of policy. The tax problem is covered by 
several sections and principles which lay 
down different tests and impose different 
penalties. 


There's a new development in the long 
history of Sections 452 and 462. Victor 
R. Wolder says that lately the appellate 
courts have been stepping into the gap 
left by the repeal of these two sections, 
and thus have been legislating in this area. 


A problem in liquidation having to do 
with the distribution of installment obliga- 


tions is discussed in an article by Max 
Weingarten. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Hditor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative... 


FEDERAL 
TAXES 


THE COURT SAID: “Time after time, in 
litigation over income taxes, the government has, with remark- 
able success, maintained that the Income Tax Law should be 
construed realistically. ‘Substance, not form’ has been its argu- 
ment. Now, the shoe is on the other foot, and the government 
wishes to choose form in preference to substance.” 

The taxability of sick-pay benefits brought forth this bit of 
gleeful philosophy. A taxpayer was sick the greater portion of 
the year and his regular salary was continued by the employer, 
but when the employee filed his income tax return he did not 
exclude the amounts he had received while sick. He sued for a 
refund and got it. The point at issue was whether or not pay- 
ments from the Southern Bell’s plan for the employees’ pension, 
disability benefits, etc., should be excludable. This can’t happen 
under the 1954 Code.—Adams, 56-2 ustc J 9660 (DC S. C.). But 
see Gamble, 56-2 ustc § 9666 (DC Tex.), in which the payments 
from the plan of Standard Oil Company of Texas were held not 
excludable. 


An AUTOMOBILE given away as a door 
prize was a nontaxable gift. “Wherein participating in a contest, 
without supplying labor or skill, without rendering a service and 
without paying a consideration, the plaintiff has received a gift in 
the form of an automobile . . . .”—Lawton v. United States Dis- 


trict Court of Virginia, 56-2 ustc § 9675 (DC Va.). 


THERE ARE A FEW EXEMPTIONS from 


the income tax but proprietary stock options is not one of them. 
So held the Supreme Court when it promulgated the celebrated 
LoBue decision. In the order of first appearances, here’s what you 


see: LoBue’s employer adopted a stock option plan. LoBue’s 
work was so satisfactory that in the course of three years he was 
given stock options covering 340 shares. He exercised his options. 
His company deducted the difference between the market value 
and the option price from its income tax, but LoDue did not 
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Interpretations 


include this sum in his income. The Commissioner viewed the gain 
to LoBue as compensation for personal services. First, the 
Tax Court held that LoBue would have no taxable gain if the 
options were designed to provide him with a “proprietary interest 
in the business.” Second, the court of appeals affirmed. Third, the 
Supreme Court reversed and said “Since the employer’s transfer 
of stock to its employee, LoBue, for much less than the stock’s 
value is not a gift, it seems impossible to say that it was not 
compensation.”—Commissioner v. LoBue, 56-2 ustc {{ 9607. 


Is THE EXPIRATION of a lease something 
different from its termination? This question was settled once 
by the Second Circuit in Warren Service Corporation v. Commis- 
sioner, 40-1 ustc § 9333, 110 F. (2d) 722. The Tax Court comes up 
now with another answer in Bradford Hotel Operating Company, 
CCH Dec. 21,770, 26 TC—, No. 54. In both of these cases, the 
landlord was liable to repay to the tenant the tenant’s security 
deposit at the expiration of the term of the lease. In both of these 
cases, the lease was terminated by agreement before the expira- 
tion of the original term of the lease. In the Second Circuit case 
only the present value of the security deposit was taxable in the 
year of termination. In the recent Tax Court decision, however, 
the total of the security deposit retained was included in the land- 
lord’s income for the taxable year. 


“ESSENTIALLY EQUIVALENT to a tax- 
able dividend within the meaning of Section 115(g).” That’s a 
neat phrase that can cost you money even when you don’t get the 
money. Two employees purchased their employer’s stock for its 
book value by having the corporation lend them most of the 
money to make the purchase. The par value of the stock was 
trebled and a stock dividend was declared. A few years later, the 
loans were canceled when the employees turned back common 
stock equivalent to the amount of the loan, whereupon their 
personal notes were canceled. This cancellation of the personal 
notes was a distribution “essentially equivalent to a taxable divi- 
dend.”—French, CCH Dec. 21,730, 26 TC—-, No. 32. 


A COMPANY wanted to increase its rate of 
depreciation on certain machinery because the use of it had been 


accelerated. Nothing doing, held the Tax Court. First, the com- 
pany must show the reasonableness of the new requested rate; 
then it must show that the increased use and other factors not 


accounted for in the old rate have materially reduced the ma- 
chinery’s useful life. “Evidence of increased usage alone is insuffi- 
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cient since the rate of depreciation under the straight-line method 
is not necessarily proportionate to the use to which the depre- 
ciable asset is being put. Evidence of increased repairs is also 
insufficient since they may be due to inflated costs and may, in 
fact, have resulted in retarding the exhaustion of the equipment.” 
—Bullock, CCH Dec. 21,736, 26 TC—, No. 35. 


THE IRS ANNOUNCES that it will not 
follow the Kohl case, 55-2 ustc { 11,564. This case involves the 


gift of certain insurance policies. It was not taken to the Supreme 
Court. The Seventh Circuit upheld the district court which held 


that to tax the proceeds of these policies which were assigned 
would be an unconstitutional application of the 1942 amendment 
to the Code. 


IN RECENT WEEKS final regulations have 
been released on corporation deductions, sale of residence and 


depreciation. The deduction regulations interpret Code Sec- 
tions 241-248 covering partially tax-exempt interest, dividends 
received and organizational expenditures. . . . The sale-of- 
residence regulation covers Section 1034 providing for the non- 
recognition of gain on the sale or exchange of residence. 

Some new provisions were added to the final regulations on 


depreciation specifying special treatment where a separate ac- 
count is set up for each asset. The new regulations contain a 
provision regulating a trustee who maintains a reserve for depre- 
ciation—also, a provision stating that estimated useful life can 
only be redetermined when change is “significant.” 

In the same period of time, the proposed regulations have 
been issued on research and experimental expenditures of Section 
174—amortizable bond premiums under Section 117. . . . Code 
Sections 1031, 1032 and 1036 are dealt with in proposed regula- 
tions. They are the “like-kind” exchanges of property held for 
productive use. 


Auto industry SUB payments to laid-off employees are not 
wages according to IRS News Release No. IR-156 and Special 
Ruling, March 22, 1956. This means only that such payments are 
not subject to withholding. Employees will have to pay tax on 


them. 


Farmers may claim a refund of the federal 
tax on gasoline which was purchased and used for farming pur- 
poses. “Farming purposes” means used in carrying on the trade 
or business of a farm. The IRS has issued a new pamphlet ex- 
plaining this refund to the farmer. It is called IRS Publication 


No. 308. 
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Clifford W. Stowe, 
Assistant Commissioner 


in Charge of Operations 


Washington Tax Talk 


Our Cover 


Clifford W. Stowe, who became the new 
Assistant Commissioner of Internal Reve- 
nue in Charge of Operations on June 6, 
1956, is featured on our cover this month. 
He succeeded Harry J. Trainor, who returned 
to his previously held position as Assistant 


Commissioner for Inspection. 


Along with his new appointment as assist- 
ant commissioner, Mr, Stowe was delegated 
additional authority to direct and supervise 
the field organization, consisting of the 
offices of the regional commissioners and 
district directors, and to issue necessary 
operating instructions. This new change 
will clearly authorize the national office 
divisions within his office to take affirmative 


action in supervising the field operations. 


As Assistant Commissioner in Charge of 
Operations, Mr. Stowe will direct the tax 
collection activities of the Internal Revenue 
Service. The scope of operations under his 
jurisdiction covers the period from the fil- 
ing of returns by taxpayers to the final 
agreements between taxpayers and the govern- 
ment. This includes the collection of all 
taxes; fraud and similar investigations; the 
administrative system of tax appeals; and 
the administration of tax laws relating to 
alcohol, alcoholic beverages, tobacco and 
firearms. 

“Mr. Stowe brings to the direction of our 
operational activities long and distinguished 
field experience and a record of notable 
service in technical assignments at the Na- 
tional level,” remarked Commissioner of 
Internal Revenue Harrington when announc- 
ing the appointment. 


Mr. Stowe has served in the Internal 
Revenue Service for 28 years. Recognized 
as a capable tax administrator, he has an 
intimate working knowledge of the functions 
he directs. During his years of service in 
the Internal Revenue Service he has held 


many responsible positions. From his initial 


Washington Tax Talk 


appointment as an internal revenue agent 
on February 14, 1928, he has held important 
positions, as conferee, chief conferee and 
assistant internal revenue agent in charge in 
the field service. He came to the national 
office in 1946 as a member of the Excess 
Profits Tax Council and was named Assistant 
Deputy Commissioner of the Income Tax 
Division in 1948. In 1951 he was named 
head of the Technical Staff, which later 
became known as the Appellate Division 
under the reorganization of the Internal 
Revenue Service in 1952. He held this 


position until he was appointed assistant 
commissioner on June 6, 1956. 


Mr. Stowe was born at Attleboro, Mas- 
sachusetts, on September 18, 1900. He at- 
tended Boston University and the Bentley 
School of Accounting and Finance. Prior 
to entering the government service in 1928, 
he was engaged in commercial accounting 
and management. 


The President 


A four-year extension of the excise tax 
on sugar, until June 30, 1961, was achieved 
when the President signed H. R. 7030 (Public 
Law 545) on May 29. Featured in the act 
is the provision for the refunding of the 
import compensating tax, if applicable, on 
sugar used for livestock feed or for alcohol 
distillation. Previously, only the excise tax 
has been refundable. 


The Congress 


That reasonable men have differences is 
emphasized by the number of tax bills that 
have been sent into conference in Congress 
this year. Current bills in which dis- 
agreements have arisen between House 
and Senate affect railroad reorganization 
(H. R. 7247), foreign travel (H. R. 5265), 
patent transfers (H. R. 6143) and the high- 


way program (H. R. 10660). 
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As noted in this section last month, 
conference agreement was reached regard- 
ing the railroad reorganization bill; a con- 
ference report was filed June 1. The 
foreign-travel bill is still in conference 
awaiting staff reports on certain aspects 
of the bill. 

The newest bill on which House-Senate con- 
ferees have reached agreement is H. R. 
6143, the bill which left the House with 
the sole objective of amending Section 117 
of the 1939 Code to provide capital gains 
treatment for royalties received after May 
31, 1950, from the sale or exchange of patent 
rights, but which grew while in the Senate 
Finance Committee to cover a multitude 
of other matters. The Senate changes were 
noted in this section last month. The con- 
ferees agreed to the initial objective of the 
bill and also to all but one of the Senate 
changes. The Senate provision for the re- 
moval of the property transportation tax 
from the transfer of poultry from farm to 
local processing plants was deleted from 
the bill. 

Recently sent to conference is the high- 
way bill (H. R. 10660), which was passed 
with amendments by the Senate on May 
29. A number of amendments were made 
to Title I of the bill, the appropriations 
section, including the complete substitution 
for it of the text of S. 1948, passed by the 
Senate last year but amended before sub- 
stitution by the Senate Finance Committee 
to increase the size and duration of the 
program to agreement with the House 
provisions. 

The Senate version of Title II of the 
bill, the revenue section, differed from the 
House version mainly in its imposition of 


the highway use tax on trucks and busses. 
While both versions would exempt vehicles 


under 26,000 pounds from the tax, their 
tax-rate setups on heavier vehicles differ. 
The Senate version would impose a tax of 
$2.50 on each 1,000 pounds (or fraction 
thereof) in excess of 26,000 pounds; the 
House version would tax all the weight of 
these -heavier vehicles at the rate of $1.50 
for each 1,000 pounds. Thus, a truck that 
had a gross taxable weight of 30,000 pounds 
would be taxed $10 under the Senate version, 
$45 under the House version. The taxes 
under the two versions would be equal 
when the gross taxable weight reached 


65,000 pounds. 


The Senate amendments also struck out 
the provision that would exempt transit- 
type busses (as opposed to the intercity 
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type) from the payment of the highway 
use tax. 


Renegotiation Act extension.—The draft- 
ing of a bill to extend the Renegotiation 
Act has been ordered by the House Ways 
and Means Committee. The new bill will 
be drafted upon recommendations in a 
report by the Joint Committee on Internal 
Revenue Taxation, The act, which expires 
at the end of this year, would be extended 
to January 1, 1959. The minimum amount 
renegotiable would be increased from 
$500,000 of sales to $1 million. Definition 
of a “standard commercial article” would 
fix it as one either customarily maintained 
in stock or covered by established price 
quotations. Contracts subject to renegotia- 
tion would be limited to those with the 
Department of Defense and its compo- 
nents, the Atomic Energy Commission, the 
Maritime Commission and the General 
Services Administration. Losses on _ re- 
negotiable business in the two years pre- 
ceding a year ending on or after December 
31, 1956, would be allowed as_ carry- 
forward. To stay an order of the renego- 
tiation board, pending review on appeal 
by the Tax Court, an adequate bond would 
have to be posted. 


Excise Tax Changes Bill —Consideration 
of subcommitte recommendations for an 
Excise Tax Changes Bill of 1956 has been 
completed by the House Ways and Means 
Committee. Drafting of a bill is now in 
progress and should be completed within 
two weeks. The committee decided against 
raising the tax on tubeless tires, as recom- 


mended by the subcommittee to preserve 
existing revenues from tires and tubes. 


The Commissioner 


Former Commissioner T. Coleman An- 


drews, who recently jumped over the 
government-service fence into greener fields 
as an officer of an insurance company, has 
been sticking verbal thorns back between 
the slats, His statements concerning in- 
come taxation have not only irritated the 
flesh of his erstwhile coworkers but have 
scratched the tender skin of the taxpaying 
public. 

Reporting on the situation and attempt- 
ing to provide revenue men with a shield 
against further attack, Commissioner Russell 
C. Harrington recently sent the following 
letter to all Service employees: 

“A number of our field personnel have 
reported considerable interest on the part 


(Continued on page 500) 
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Res Judicata in the Tax Laws 


By MARTIN M. LORE 


The. author traces the evolution of the doctrine, its general 
application and its acceptance in tax law “‘long before it made its appearance 


in purely administrative tribunals."’ 


He points out that, today, wherever 


there is almost any peg upon which to hang a difference— in fact or in 
law——courts refuse to apply res judicata. But, turning to the subject of 

tax refunds and Code Section 6512(a), Mr. Lore notes 

an abrupt reversal of such policy. He calls attention to ‘‘the absurdity 

of this entire line of cases,’’ and asks the question: ““Why should a taxpayer 
who seeks a refund be singled out for discriminatory treatment?” 


HE CONCEPT of res judicata has 

evolved from a doctrine strictly applied 
to a place where its application is depend- 
ent upon the consequences attendant upon 
its use. The single anomaly is to be found 
in the judicial interpretation of the statu- 
tory res judicata provided for in the tax 
laws.* Not unlike a species which has 
failed to evolve, and is in sharp conflict 
with its environment, these cases are dia- 
metrically opposed to the oft-expressed 
policy of Congress and the Internal Reve- 
nue Service to equitably administer the tax 
laws. The least defensible of this line of 
cases was recently decided by the Third Cir- 
cuit.” There the government moved to 
dismiss the taxpayer’s petition to the Tax 
Court for lack of jurisdiction, but it was 
dismissed on other grounds. In a subse- 
quent action for refund in the district court, 
it was held that the action before the Tax 
Court was not res judicata, inasmuch as it 
requires a proper petition to confer juris- 


11954 Internal Revenue Code Sec. 6512(a). 


Res Judicata 


diction .on the Tax Court and thus preclude 
the district court from considering the case 
before it. This was reversed on appeal, on 
the ground that the mere filing of a petition 
with the Tax Court barred resort to any 
other court. At no time was there an 
adjudication on the m€rits. 


Doctrine and Its General Application 


It has long been considered elementary 
that a final judgment on the merits of a 
single cause of action is binding upon the 
parties thereto and their privies. Where 
the judgment is rendered in favor of the 
plaintiff, the cause of action is said to be 
merged in the judgment. Where the judg- 
ment is rendered in favor of the defendant 
on the merits, the original cause of action 
is barred by the judgment. The judgment 
puts an end to the cause of action not only 
as to those issues which were raised and 
litigated, but as to those which might 
have been. The cause of action cannot 


2 Fiorentino et al., Trustees in Dissolution of 


the Century Transit Company v. U. S8., 55-2 
ustc § 9713 (CA-3). 
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A New York attorney and CPA, Mr. Lore formerly 
served as special attorney and trial counsel, Bureau 


of Internal Revenue. 


He is president of the Fed- 


eral Tax Forum, Inc., vice chairman of the Com- 
mittee on Tax Court Procedure of the Tax Section 
of the American Bar Association, chairman of the 
Committee on Taxation of the Federal Bar Associa- 
tion and author of How to Win a Tax Case (1955). 


again be litigated between the parties on 
any ground other than fraud or lack of 
jurisdiction. It is said to be res judicata. 

Where, however, the subsequent action 
between the same parties is based upon a 
different cause of action, the effect of the 
judgment is more limited. It is said to be 
conclusive only -as to those issues of fact 
or law actually litigated and determined, not 
as to issues which might have been. The 
original judgment here does not effect a 
merger or a bar, but results in a “collateral 
estoppel.” Inasmuch as each tax year gives 
rise to a separate cause of action, the ma- 
jority of the tax cases fall into this cate- 
gory. In the field of tax refunds, however, 
where a refund for a single year is involved, 
there is a single cause of action, with the 
issue of res judicata arising when the tax- 
payer attempts to get two bites of the 
same cherry. 

The term res judicata is usually loosely 
used to indicate a merger, bar, collateral 
or direct estoppel. In all the foregoing 
facets of res judicata, the same parties are 
involved. Where a question of law, once 
decided, arises in a subsequent action be- 
tween different parties, a problem of the 
applicability of stare decisis arises. Summed 
up, the doctrine of res judicata says that a 
party must, at his peril, recognize the 
scope of his cause of action and seek all 
the relief to which he is entitled. 


The doctrine finds its justification in the 
public policy which requires that a man 
shall not be twice vexed by the same 


32 Freeman, Judgments, Secs. 674-675, 727-728; 
Von Muschiziskes, ““Res Judicata,’’ 38 Yale Law 
Journal 299 (1928); Cleary, “‘Res Judicata Re- 
examined,’’ 57 Yale Law Journal 339 (1948). 

*Cited at footnote 3. 

515 Johns. 431 (N. Y., 1829). 

$169 N. Y. 109, 62 N. E. 135 (1901). 

' Bors v. Claude, 69 S. D. 254, 9 N. W. (2d) 
(1943). 

In re 431 Oakdale Avenue Building Corpora- 
tion, 28 F. Supp. 63 (DC II1., 1939). 


456 


July, 1956 ® 


cause and that the courts shall not be 
burdened with repeated litigation. Addi- 
tional reasons advanced are the avoidance 
of double recovery and the promotion of 
stable judicial determinations.’ In Cleary’s 
“Res Judicata Reexamined,” * the absurdities of 
the doctrine are pointed out and the severe 
penalties for excusable oversights berated. 
The article cites Farrington v. Payne,> where 
the defendant might continue to sleep in 
the plaintiff's bed, although not under the 
plaintiff's quilt, and Hahl v. Sugo,’ where the 
defendant was permitted to occupy the 
plaintiff’s real estate, although the plaintiff 
had a judgment awarding him possession. 


The one exception to the modern trend 
of liberalization of the consequences at- 
tendant upon procedural defects has until 
recently been the doctrine of res judicata. 
Many courts have taken the view that the 
possible mischief in relaxing the doctrine 
would outweigh the injustice and absurdity 
it might cause in a given case. However, 
a number of exceptions to the rule have 
gradually grown up. Where the plaintiff is 
excusably ignorant of the existence of a 
part of his cause of action at the time of the 
first suit, res judicata will not prevent a sec- 
ond suit on the same cause of action.’ The 
same is true where a second suit is necessi- 
tated by a mistake of fact not due to the 
fault of the plaintiff* or by fraud on the 
part of the defendant.’ Since the rule against 
splitting causes of action is for the benefit 
of the defendant, he may waive it, either 
expressly or otherwise.” In Carr et al. v. 


* Jacobson v. Mutual Benefit Health & Acci- 
dent Association, 73 N. D. 108, 11 N. W. (2d) 
442 (1943); White v. Miley, 137 Wash. 80, 241 
Pac. 670 (1925). 

” Restatement of Judgments, Sec. 62(c); 
United Bank and Trust Company of California 
v. Hunt, 1 Cal. (2d) 340, 34 Pac. (2d) 1001 
(1934); Harris v. Hessin, 46 N. D. 330, 179 N. W. 
698 (1920). 
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Preslar* after a motion to amend the plead- 
ings was denied and ‘the court granted the 
defendant’s motion for judgment on the 
pleadings, a subsequent action was held 
not to be res judicata. The defendant, said 
the court, insisted on judgment on the 
pleadings in its unamended state, and 
thus blocked consolidation of the causes of 
action, agreed to reserve the issue for 
future adjudication and prevented litigation 
on the merits. Discussing the policy behind 
res judicata, it further said: 

“To permit the present use of the 
doctrine does more than protect Mr. Pres- 
lar from being twice vexed. It makes it 
possible for him to succeed in defeating 
Carr and Krogman in their efforts to se- 
cure a fair opportunity to place their claim 
in litigation on its merits. In our opinion 
neither justice nor sound public policy 
would be served by such a ruling.” 

Another exception to the rule is to be 
found where the procedure adopted by the 
plaintiff precluded his recovery for the en- 
tire claim and this procedure was essential 
to preserving his rights. This is true in a 
situation where a converter takes a number 
of chattels and disposes of some of them. 
The injured person is thus entitled to main- 
tain an action of replevin for those retained 
by the converter and to bring an action for 
the value of those which have been trans- 
ferred.” 

The most advanced view is that the doc- 
trine must be made to serve justice. In 
Howell v. Hunters Exchange State Bank,” 
it was held that the nonenforcement of 
the rule against splitting causes of action 
was not error in a suit to restrain the fore- 
closure of a chattel mortgage where the 
mortgagor was, in fact, benefited. The 
court quoted from State ex rel. White Pine 
Sash Company v. Superior Court for Ferry 
County, as follows: 

“The rule is intended primarily for the 
benefit and protection of the defendant, 
and instances arise where its nonenforce- 
ment will work no particular embarrass- 
ment to him, and where its enforcement 
may cause serious loss and damage to the 
plaintiff. In such instances, if the action 
be of equitable cognizance, the court will 


147 N. W. (2d) 497 (S. D., 1951). 

® Restatement of Judgments, Sec. 62(a). 
13149 Wash. 249, 270 Pac. 831 (1928). 

144145 Wash. 576, 261 Pac. 110 (1927). 

289 N. Y. 34, 43 N. E. (2d) 798 (1942). 
16 47-1 ustc § 9134, 159 F. (2d) 489 (CCA-5). 
1 48-1 ustc { 9230, 333 U. S. 591. 
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inquire into the respective rights of the 
parties, the effect the enforcement or non- 
enforcement of the rule will have upon such 
rights, and will enforce or refuse to enforce 
it as the evident justice of the particular 
case requires.” 

Again, in White v. Adler* it was said: 

“The rule against splitting a cause of 
action is one made by Judges to promote 
the public policy of the State and should 
not be applied to frustrate the purpose of 
its laws or to thwart public policy.” 

Liberalization of the doctrine has also 
come to the tax field with one important 
exception, the field of tax refunds involving 
a single year. In U. S. v. C. C. Clark, Inc.*— 
a tax-refund case—the court, in applying 
res judicata in a particularly inequitable 
situation, said that the doctrine is based on 
sound public policy, completely overlooking 
the public policy of an equitable administra- 
tion of the tax laws. The concurring opinion, 
after waxing poetic, added: “Let the old 
lion roar and shake his shaggy mane for 
justice, I’ll not follow him.” Whether a 
transaction is taxable is a matter of stat- 
utes, said the court, and is not to be deter- 
mined by consideration of general justice. 
It is a far cry from this to Commissioner v. 
Sunnen,” where the United States Supreme 
Court said that the test to be applied in the 
use of res judicata is the “justice and equity 
of the result obtained by following it.” 

The view has been advanced that the 
chief purpose of the doctrine, which is de- 
signed to put an end to contentious litiga- 
tion, is visionary.” Actually, it requires a 
second court to pronounce the judgment 
of the first court res judicata. Moreover, 
such cases frequently end with further ap- 
peals. It has been suggested that instead 
of barring the litigant who splits his cause 
of action, he should merely be penalized 
by being required to bear all court costs 
and the attorney’s fees of his adversary in 
the subsequent suit. 


In the administrative law field, the doc- 
trine has had a somewhat different history.” 
The early cases held the doctrine inappli- 


cable. In Churchill Tabernacle v. FCC™ the 


court said it is “well settled doctrine that 


% Cleary, work cited at footnote 3; case com- 
ment ‘‘Judgments—Doctrine of Res Judicata 
Not Applied When Its Application Leads to an 
Inequitable Result,’’ University of Illinois Law 
Forum, pp. 306-310 (Summer, 1952); 142 A. L. R. 
898 (1943). 

%” Groner and Sternstein, “Res Judicata in 
Federal Administrative Law,"’ 39 Iowa Law Re- 
view 300 (Winter, 1954). 

* 160 F. (2d) 244 (CA D. C., 1949). 
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res judicata and equitable estoppel do not 
ordinarily apply to decisions of administra- 
tive tribunals.” The recent trend has been 
towards a reversal of this view.” It would 
seem that the policy of preventing repeti- 
tious law suits and conserving time is 
equally desirable in the case of administra- 
tive tribunals. However, administrative 
agencies were set up to achieve the in- 
formality, flexibility and specialization it 
was impossible to obtain in the courts. 
Government agencies ordinarily deal with 
subject matter involving large groups, and 
should have authority to adapt their views 
to changing economic and social conditions. 
Accordingly, great latitude is permitted in 
following the doctrine and it is sparingly 
applied where it conflicts with public policy. 
In these cases the government has no direct 
financial stake in the outcome of the litiga- 
tion. Whereas in the tax field it does have 
such a stake, the rulings are analogous to 
those in private litigation. 


Application in Tax Laws 


Res judicata gained acceptance in the tax 
law long before it made its appearance in 
purely administrative tribunals. The deci- 


sions of the Board of Tax Appeals were 
said to be the basis for res judicata because 


they were “judicial in nature.”* But the 
doctrine was here to stay after the decision 
of Tait v. Western Maryland Railway Com- 
pany.” The United States Supreme Court 
predicated its acceptance of the doctrine 
upon the belief that there was sound policy 
behind it and that Congress had failed to 
disavow it. It said, at page 624 of the opinion: 


“It cannot be supposed that Congress 
was oblivious of the scope of the doctrine, 
and in the absence of a clear declaration of 
such purpose, we will not infer from the 
annual nature of the exaction an intent to 
abolish the rule in®this class of cases. 


“We are not persuaded that the operation 
of the principle of the thing adjudged in 
tax cases will, as petitioner insists, produce 
serious inequalities, or result in great con- 
fusion; but any adverse consequence in the 
administration of the law furnishes no suf- 


21 Seatrain Lines v. Pennsylvania Railroad, 207 
F. (24) 255 (CA-3, 1953); NLRB v. Brown & 
Root, 203 F. (2d) 139 (CA-8, 1953). 

2 Backus v. U. 8., 1932 CCH { 9326, 75 Ct. Cls. 
69, 59 F. (2d) 242, cert. den., 288 U. S. 610. 

23 ustc § 1109, 289 U. S. 620 (1933). 

*% Fairmont Aluminum Company v. Commis- 
sioner, CCH Dec. 20,588, 22 TC 1377, aff'd, 55-1 
ustc § 9456, 222 F. (2d) 622. 

% American Woolen Company v. U. 8., 37-1 
ustc § 9212, 18 F. Supp. 783 (Ct. Cls.); Castle 
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ficient reason for the abandonment of a 
rule founded in sound policy, to the enforce- 
ment of which suitors are in justice entitled.” 


This case is still good law. The amortized 
bond discount in controversy was attribut- 
able to the identical bond issue that had 
been involved in the earlier proceeding. 
The case stands for the doctrine that when 
an issue unchanged in fact or law is in- 
volved, it ought not to be relitigated. Its 
approach, however, is outmoded. An at- 
tempt to escape res judicata in a tax case 
was attempted as late as last year, on the 
ground that it is inapplicable in the field of 
administrative law.* It was held that what- 
ever the Tax Court may be called, it is 
“exercising judicial functions.” 


However, before the doctrine can be 
applied—in the tax field, as elsewhere— 
there must have been a final judgment on 
the merits. What constitutes such a judg- 
ment is not always easy to determine. There 
has been some difference of opinion as to 
whether or not a judgment entered on a 
stipulation is the basis for res judicata. The 
Court of Claims has held that res judicata 
applies, and that a stipulation in a previous 
suit will be binding even as to matters 
which might have been, but were actually 
not, raised in that action.” The same result 
was reached as to the binding effect of a 
stipulation by the district court in Lehigh 
Valley Trust Company et al. v. U. S™ and 
the circuit court in Continental Petroleum 
Company v. U. S.“ The Tax Court has, how- 
ever, consistently held that “consent de- 
crees” based on stipulations are not the 
basis for res judicata.” In 1953, the Supreme 
Court resolved the conflict in U. S. vw. 
International Building Company.” ‘There it 
was held that a decision of the Tax Court 
based on a stipulation, filed without a hear- 
ing, could not be the basis of res judicata. 
The Court stated that the decision as en- 
tered was only a pro forma acceptance by 
the Tax Court of the agreement between 
the parties. There was nothing to show 
that the issues raised by the pleadings were 
determined by the Tax Court. The issues 


may or may not have been agreed upon by 
the parties and, accordingly, the stipulation 


v. U. 8., 37-1 ustc § 9046, 17 F. Supp. 515 (Ct. 
Cls.); Backus v, U. 8., cited at footnote 22. 


*6 39-2 ustc | 9647, 34 F. Supp. 839 (DC Pa.). 

** 37-1 ustc $9008, 87 F. (2d) 91 (CCA-10, 
1936). 

*% Volunteer State Life Insurance Company, 
CCH Dec. 9582, 35 BTA 491, rem'd, 40-1 usrc 


{ 9305, 110 F. (2d) 879 (CCA-6), cert. den., 310 
U. S. 636. 


2 53-1 ustc 7 9366, 345 U. S. 502. 
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might be based on the merits or some 
collateral consideration. Justice Douglas, 
writing the opinion of the Court, said that 
any other conclusion would have the doc- 
trine of res judicata serving “an unjust 
cause.” In the recent case of Fairmont 
Aluminum Company v. Commissioner,” a de- 
cision on stipulated facts—holding against 
the taxpayer on the ground of failure of 
proof—was held to be a decision on the 
merits. The court of appeals said: 


“A judgment on the merits is one which 
is based on legal rights as distinguished 
from mere matters of practice, procedure, 
jurisdiction or form. Certainly a judg- 
ment on an agreed statement of facts is a 
judgment on the merits, just as is a judg- 
ment on the pleadings. And it does 
not become anything other than a judgment 
on the merits because a party fails to in- 
clude in the agreed statement facts neces- 
sary to support his contentions.” 


It is quite obvious that the issues had 
there been adjudicated. The rule summed 
up seems to be that where the judgment 
is entered on a stipulation without any 
consideration of the facts by the court, it is 
not an adjudication. Where there is any 
indication that the court has gone behind 
the agreement of the parties in reaching its 
decision, there is an adjudication which in 
a subsequent action is res judicata. 


A judgment has also been said to be on 
the merits where it was dismissed on the 
taxpayer’s own motion.” The court held 
that the statement by the Board of Tax 
Appeals in dismissing the taxpayer’s mo- 
tion, that it was unable from the pleadings 
to determine the amount of the deficiency 
fixed by the Commissioner, constituted a 
decision. The same result has been reached 
where the judgment went by default.” In 
Hartford-Empire Company v. Commissioner,® 
an issue not actually litigated—but one 
necessarily involved in the conclusion 
reached—was said not to be the basis for 
collateral estoppel. In the prior suit the 
issue had been depreciation allowance; the 





* Cited at footnote 24. 

%| Warren Manufacturing Company v. 
1932 CCH { 9447, 60 F. (2d) 982 (DC Md.). 

® Edward H. Garcin, CCH Dec. 6837, 22 BTA 
1027, rem’d on stipulation of the parties, 78 F. 
(2d) 993 (CCA-4, 1935). 

%CCH Dec, 11,422, 43 BTA 113, aff'd, 43-2 
ustc { 9522, 137 F. (2d) 540 (CCA-2), cert. den., 
320 U. S. 787. 

* Travelers Insurance Company et al, v. Com- 
missioner, 47-1 ustc { 9222, 161 F. (2d) 93 
(CCA-2), cert. den., 332 U. S. 766; Stanback v. 
Robertson, 50-2 ustc { 9414, 183 F. (2d) 889 
(CA-4), cert, den., 340 U. S. 904. 


Tait, 
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issue before the court now was cost in rela- 
tion to the depreciation basis. On issues not 
squarely decided but only collaterally in- 
volved, the same result has been reached.” 

The same parties or their privies must 
be before the court in order to support a 
plea of res judicata. Accordingly, a finding 
as to a reorganization which affected the 
basis of the property to the corporation is 
not binding as to the effect of that reorgani- 
zation upon a stockholder.” Formerly, for 
the purpose of applying res judicata, there 
was considerable agitation as to whether 
or not the United States and the collector 
of internal revenue were the same “per- 
son.” Now, however, “in all suits insti- 
tuted after June 15, 1942, in respect of any 
internal revenue tax and in all proceedings 
in the Tax Court and on review of decisions 
of the Tax Court where the petition to the 
Tax Court was filed after such date,” the 
original suit against the collector is treated 
as if the United States had been a party to 
such suit.” But in the case of taxes paid to 
more than one collector, res judicata does 
not preclude separate suits for the same 
year against each of them for the recovery 
of the respective overpayments.” 


Given a judgment on the merits between 
the same parties, the pivotal query still re- 


mains as to whether the suit in question 


is upon the same cause of action. We have 
come a long way in our concept of what 
constitutes the “same” cause of action. In 
the tax field, each year is said to represent 
a different cause of action. Where the same 
tax year is involved, res judicata will serve 
to bar not only all matters litigated, but all 
matters which might have been litigated. 
Where different tax years and, thus, different 
causes of action are involved, collateral estop- 
pel bars only those issues actually litigated. 
Collateral estoppel, however, is inapplicable 
where there has been an intervening change in 
the law or legal climate. Since tax liability 
recurs annually, the possibility of perpetu- 
ating errors through its use is far greater 
and more serious than in other fields. The 
leading case involving collateral estoppel is 
%* Britt v. Commissioner, 40-2 ustc {| 9644, 114 
F. (2d) 10 (CCA-4), aff'g CCH Dec. 10,847, 40 
BTA 790. See also American Range Lines, Inc., 
CCH Dec. 18,615, 17 TC 764, aff'd, 52-2 ustc 
1 9568, 200 F. (2d) 844 (CA-2); D. Bruce For- 
rester, CCH Dec. 14,425, 4 TC 907 (1945). 


% Tait v. Western Maryland Railway Com- 
pany, cited at footnote 23; Western Maryland 
Railway Company v. U. 8., 38-2 ustc { 9330, 23 
F. Supp. 554 (DC Md.). 

* 1954 Code See. 7422(c); 
3772(d). 


* U. 8. v. Kales, 41-2 usre | 9785, 314 U. S. 186. 
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Commissioner v. Sunnen.” There the govern- 
ment sought to include in the taxpayer’s 
gross income for 1937 royalties received by 
the taxpayer’s wife under a patent licensing 
agreement assigned to her by the taxpayer. 
In an earlier suit under an identical agree- 


ment, the income had been held not taxable 
to the husband. The Tax Court and the 
Eighth Circuit agreed with the taxpayer 
that the matter was res judicata. The Su- 
preme Court, after a complete review of the 
doctrine in relation to taxes, held that an 
intervening development in the law rendered 
the doctrine inapplicable in the case before 
it. It further held: 

(1) Collateral estoppel will apply where 
the same historical static facts and the same 
legal principles are involved in both proceed- 
ings. Tait v. Western Maryland Railway 
Company“ represents that type of situation. 
There the amortized bond discount in con- 
troversy was attributable to the identical 
bond issue that had been involved in the 
earlier proceeding. However, even where 
the facts are static, the very facts at issue 
in the second suit must have been litigated 
in the first suit to be res judicata. So in 
Hartford-Empire Company v. Commissioner ™ 
—where the issue of cost in relation to de- 
preciation basis had not been litigated in 
the prior suit, even though depreciation 
allowance itself had been an issue—res ju- 
dicata was not applicable to an adjudication 
on this issue for later years. 

(2) The doctrine is inapplicable where 
“relevant facts in the two cases are separable 
even though they may be similar or identical.” 


(3) Even where the tax liability for the 
two years is based on inseparable facts, the 
doctrine is inapplicable if there has been a 
change in the law or an intervening develop- 
ment of legal principle which makes clear the 


error of the result reached in the earlier 
case. 

Summing up the situation, the court said 
that res judicata was not intended “to create 


vested rights in decisions that may have 
become obsolete or erroneous with time, 
thereby causing inequities among taxpayers.” 


%® Cited at footnote 17. 

* Cited at footnote 23. 

“ Cited at footnote 33. 

# 1934 CCH { 9461, 73 F. (2a) 5 (CCA-3). 

43 42-1 ustc {§ 9255, 42 F. Supp. 182 (Ct. Cls., 
1941), cert. den., 316 U. S. 700 (1942). 

# 43-1 ustc { 9457, 135 F. (2d) 986 (CCA-9). 

# 44-1 ustc § 9290, 142 F. (2d) 139 (CCA-7). 

“ United Business Corporation of America, 
CCH Dec. 9079, 33 BTA 83 (1935) ; Commissioner 
v. Thomas Flexible Coupling Company, 52-2 
ustc § 9422, 198 F. (2d) 350 (CA-3); Corrigan v. 
Commissioner, 46-1 ustc { 9229, 155 F. (2d) 164 
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Although the term “separable” had not 
previously been used, there had been a trend 
to find the doctrine of res judicata inap- 
plicable where the facts in both suits though 
similar were different. In Snyder v. Com- 
missioner,” an earlier judgment with respect 


to the FIFO (first in, first out) rule, as 
applied to the taxpayer’s margin transac- 
tions, was not res judicata as to similar 
transactions in later years. Here the gov- 
ernment attempted to use res judicata and 
met with failure. In Engineer's Club of 
Philadelphia v. U. S.“ a finding that an or- 
ganization was a “social club” for one year 


was not res judicata as to subsequent years. 
The court, in reaching this decision, said: 


“Plaintiff’s activities in the latter period, 
here in question, were not those of the 
earlier period, previously litigated. They 
were comparable and similar. We have 
found that they were substantially the same 
in nature and extent. But they were a com- 
pletely different set of events, and they were 
not the set of events litigated in the earlier 
cases.” 

In Henricksen v. Seward“ and Monteith 
Brothers Company v. U. S.,“ a determination 
of the status of a taxpayer as a “manufac- 


turer” or “producer” of autos was held not 
to be conclusive in litigation involving later 
years. Other cases also held the doctrine 
inapplicable because of separable facts.” 


However, in Commissioner v. Texas-Em- 
pire Pipe Line Company“ and Fairmont 
Aluminum Company v. Commissioner,“ the 
unadjusted basis of property was said to be 
a “static fact” to which collateral estoppel 
was applicable. In Willingham v. Home Oil 
Mill,* collateral estoppel was also applied 
to the question of whether a corporation 
was organized for charitable purposes. There 
can be no argument with the foregoing de- 
cisions on the basis of the Sunnen case. 
However, in Beatrice H. Albert,” it was held 
that the deduction of traveling expenses 
might be res judicata. It was held similarly 
with respect to the validity of a family 


partnership in Lynch v. Commissioner™ and 
Albert D. Gugenheim.” These courts have 


(CCA-6); Coast Carton Company, CCH Dec. 
16,393, 10 TC 894 (1948); Glenshaw Glass Com- 
pany, Inc., CCH Dec. 17,179, 13 TC 296 (1949): 
Stoddard v. Commissioner, 44-1 ustc {§ 9223, 141 
F. (2d) 76 (CCA-2). 

4 49-2 ustc { 9335, 176 F. (2d) 523 (CA-10). 

* Cited at footnote 24. 

#9 50-1 ustc § 9268, 181 F. (2d) 9 (CA-5), cert. 
den., 340 U.S. 852. 

50 CCH Dec. 17,860, 15 TC 350 (1950). 

51 54-2 ustc J 9651, 216 F. (2d) 574 (CA-7). 

8 CCH Dec. 20,625(M), 13 TCM 1000. 
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overlooked the Sunnen case emphasis upon 
the possibility of a change of facts rather 
than the actuality of such change. More 


in keeping with that decision is Parker v. 
Westover," where collateral estoppel was 
held not to apply if new evidentiary facts 
are introduced which do no more than “change 


the complexion of the significant facts.” 


For more than ten years prior to the 
Sunnen case, it was held that an intervening 
decision of a state court resulting in a 
change of legal doctrine rendered res ju- 
dicata inapplicable.“ In Blair v. Commis- 
sioner,* a determination of the status of a 
trust involved in an earlier federal income 
tax litigation rendered a plea of res judicata 
nugatory in connection with the taxability 
of income from that same trust in a later 
year. The Court refusing to apply the rule 
of the Tait case said that the decision of the 
state court on questions of local law created 
“a new situation.” The same effect was 
given to decisions of the Supreme Court 
interpreting the tax laws.” An amendment 
to a Treasury regulation,” as well as a 
decision of a federal court other than the 
Supreme Court, was also treated as a “new 
situation.” ™ But see Commissioner v. West- 
ern Union Telegraph Company,” where the 
facts remained static and the court applied 
the doctrine even though there had been a 
change in the law by federal decision. Hen- 
ricksen v. Seward™ is noteworthy for the 
breadth of its views. The court stated that 
res judicata as applied to tax litigation is 
“sufficiently elastic to permit of the bal- 
ancing of conveniences and the weighing of 
other considerations against that of desired 
repose. It would seem, indeed, that little 
repose results from a broad application of 
the doctrine of res judicata to recurring 
transactions in the tax field... . Before 
the principle can be applied in such cases 
the courts must determine whether the 
transactions or practices of the taxpayer 
were the same over the several periods of 
time involved, or whether they differed in 
a taxable sense .... Thus in tax contro- 
versies of this character, when the courts 


53 55-1 ustc { 9393, 221 F. (2d) 603 (CA-9). 

5% Masterson v. Commissioner, 44-1 ustc { 9227, 
141 F. (2d) 391, rev’g CCH Dec. 12,913, 1 TC 
315; George H. Balzereit Estate, CCH Dec. 
12,496, 46 BTA 959; Blair v. Commissioner, 37-1 
ustc ¥ 9083, 300 U. S. 5. 

% Cited at footnote 54. 

% Blaffer v. Commissioner, 43-1 ustc { 10,020, 
134 F. (2d) 389 (CCA-5); Commissioner v, Arun- 
del-Brooks Concrete Corporation, 46-1  vustc 
§ 9105, 152 F. (2d) 225 (CCA-4, 1945). 

% Commissioner v. Security-First National 
Bank, 45-1 ustc { 9283, 148 F. (2d) 937 (CCA-9). 

88 Henricksen v. Seward, cited at footnote 44. 
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undertake to bestow on either party a 
vested right in an erroneous decision of 
law, they are apt, by multiplying the issues, 
merely to add fuel to the controversy.” 
However, in the Sumnen case itself, there . 
was no intervening legal decision involved. 
There was, however, a change in the “legal 
climate.” Since the earlier decision, a num- 
ber of important cases had been decided 
involving intrafamily transactions for pur- 
poses of tax avoidance." On the basis of 
these decisions, the Court found that there 
had been such an intervening development 
of legal principle as to make clear the error 
of the result reached in the earlier case. 
The change of legal principle may come 
through statutory provisions, Treasury reg- 
ulations or court decisions. The Supreme 
Court, in the Tait case, said that “any ad- 
verse consequence of the administration of 
the law furnishes no sufficient reason for 
the abandonment of a rule.” Today, where 
there is almost any peg upon which to 
hang a difference, in fact or law, the courts 
refuse to apply res judicata™ This is con- 
sistent with a sound policy of an equitable 
administration of the tax laws. 


Tax Refunds and Section 651 2(a) 


When we turn to the field of tax refunds, 
involving a single year, we find an abrupt 
reversal of the foregoing policy. When the 
taxpayer has overstated his liability or an 
erroneous deficiency has been assessed 
against him, he may file a clair for a re- 
fund. Should it be refused by the Com- 
missioner, he may contest such refusal by 
instituting suit in the Court of Claims or 
in the federal district court of the district 
where he resides. Prior to assessment, how- 
ever, a proposed deficiency may be con- 
tested in the Tax Court, unless the taxpayer 
elects to pay the tax and institute suit for 
a refund. But if the taxpayer elects to go 
to the Tax Court by the filing of a petition, 
Section 6512(a) provides that “no suit by 
the taxpayer for the recovery of any part of 
such tax shall be instituted in any Court.”* 


% 44-1 ustc § 9254, 141 F. (2d) 774 (CCA-2). 

® Cited at footnote 44. 

“ Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331, and the cases following it. 

* Commissioner v. Texas-Empire Pipe Line 
Company, cited at footnote 47; Bush v. Com- 
missioner, 49-1 ustc { 9320, 175 F. (2d) 391 
(CA-2); Continental Oil Company v. Jones, 49-2 
ustc { 9336, 176 F. (2d) 519 (CA-10) (here the 
court refused to supply res judicata on the 
ground that there had been a change in eco- 
nomic policy). 

1954 Code Sec. 6512(a); 
322(c), 911, 1927(c). 
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The courts, in construing it, talk the lan- 
guage of res judicata. Each tax year is said 
to be a single cause of action which cannot 
be litigated piecemeal. Aside from the 
foregoing, the section is interpreted to be 


much more of a bar than the most stringent 
application of res judicata would warrant. 
The sweet rule of reason gives way to what 
has been termed “a statutory res judicata.” 
Some of the courts seek to rationalize the 
harsh consequences of their interpretation 
of the section by equating it with the statute 
of limitations,“ others by suggesting that 
the harrassed taxpayer find relief through 
the legislature.” 


It is consistently held that a petition to 
the Tax Court bars the future litigation not 
only of the issues litigated, but of those 
which might have been. It also bars a 
subsequent action, even where the facts 
were not then known™ or could not have 
been known.“ In Cleveland v. Higgins, the 
unknown facts were the attorneys’ fees paid 
by the estate for which the refund was 
sought. The court held that the fees might 
have been estimated and deducted. Some 
doubt is cast on these decisions even by the 
language of the Senate Finance Committee 
considering Section 6512(a): 


“It is the purpose of the bill that all ques- 
tions arising prior to the time the decision of 


the Board has been rendered as to the right of 
the Commissioner to assess and collect the 
tax including the question as to whether or 
not the statute of limitations has run shall 
be determined by the Board.” (Senate 
Report 52, Sixty-ninth Congress, First Ses- 
sion, pages 25-26 (italics supplied).) 


The section is given the same interpre- 
tation where there has been an intervening 
change in the law. Accordingly, a plea of 
res judicata was held not to be barred by an 





* Bankers neserve Life v. U. 8., 1930 CCH 
{ 9716, 71 Ct. Cls. 279, 44 F. (2d) 1000, cert. den., 
283 U. S. 836 (1931); Merrill v. U. 8., 45-2 ustc 
§ 9459, 152 F. (2d) 74 (CCA-2); Elbert v. John- 
son, 46-2 ustc { 9372, 69 F. Supp. 59 (DCN. Y.). 

© Warren Manufacturing Company v. Tait, 
cited at footnote 31. 

® Bowe-Burke Mining Company v. Willcuts, 
1930 CCH {§ 9740, 45 F. (2d) 394 (DC Minn.); 
Bertelsen v. White, 1932 CCH { 9238, 58 F. (2d) 
792 (DC Miss.): International Curtis Marine 
Turbine Company v. U. 8., 1932 CCH § 9139, 56 
F. (2a) 708 (Ct. Cls.): Chicago Junction Rail- 
ways & Union Stock Yards Company et al. v. 
U. 8., 35-1 ustc ff 9193, 10 F. Supp. 156 (Ct. Cls.); 
Guettel v. U. 8., 38-1 ustc { 9195, 95 F. (2d) 229 
(CCA-8), cert. den., 305 U. S. 603 (1938); West- 
ern Maryland Railway Company v. U. 8., cited 
at footnote 36; Worm v. Harrison, 38-2 vustc 


¢ 9469, 98 F. (2d) 977 (CCA-7); Brooks v, Dris- 
coll, 40-2 ustc 9648, 114 F. (2d) 426 (CCA-3); 
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intervening retroactive change in the Inter- 
nal Revenue Code.” A Supreme Court 
decision handed down after the close of the 
first litigation” and a statute which was 
declared unconstitutional is equally without 
effect.” The great divergence in view be- 
tween these cases and other tax cases in- 
volving res judicata is highlighted when we 
remember that the Supreme Court in the 
Sunnen case held that an actual change in 
the law is unnecessary to bar the plea; all 
that is needed is “a change in the legal 
climate.” 


A judgment entered by default is said to 
be barred by Section 6512(a).” The court 
in Monjar v. Higgins™ justified its position 
by pointing out that no attempt had been 
made to open up the default. In the prin- 
cipal case, Century v. U. S."" where judgment 
was entered by default, the court refused 
to open the default although the taxpayer 
pleaded that a misunderstanding between 
its local counsel and Washington counsel 
had been responsible for its failure to 
appear. A judgment by default is custom- 
arily said to be upon the “merits” for pur- 
poses of res judicata. Furthermore, the 
Finance Committee of Congress, in discuss- 
ing Section 6512(a) (Senate Report 52, 
Sixty-ninth Congress, First Session, pages 
25-26), said: 


“But if he does elect to file a petition 
with the Board, his entire liability for the 
year in question (except in case of fraud) 
is fully and completely settled by decision 
of the Board when it has become final, 
whether the decision is by finding of fact 
and opinion or by dismissal as in case of 
lack of prosecution, insufficiency of evidence 


to sustain the petition or on taxpayer's own 
motion ... . . Finality is the end sought to be 
attained.” (Italics supplied.) 


Cook v. U. 8., 40-1 usrc § 9193, 108 F. (2d) 804 
(CCA-5); U. 8. v. C. C. Clark, Inc., cited at foot- 
note 16; Bear Mill Manufacturing Company v. 
U. 8., 50-2 ustc § 9469, 93 F. Supp. 988 (DC 
N. Y.). 

* Moir v. U. 8., 45-1 ustc f 10,204, 149 F. (2d) 
455 (CCA-1). 

 Bindley v. Heiner, 38 F, (2d) 489 (DC Pa., 
1930); Cleveland v. Higgins, 45-1 ustc { 10,196, 
148 F. (2d) 722 (CCA-2), cert. den., 326 U. S. 
722 (1945). 

® Cited at footnote 68. 

” Merrill v. U. 8., cited at footnote 64. 

™ Guettel v. U. 8., cited at footnote 66. 

= Bankers Reserve Life v. U. 8., cited at foot- 
note 64. 

% Resnik v. Welch, 41-1 vustc { 9253, 37 F. 
Supp. 112 (DC Mass.); Monjar v. Higgins, 43-1 
ustc { 9248, 132 F. (2d) 990 (CCA-2). 

™ Cited at footnote 73, 


® Cited at footnote 2. 
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Section 53 of the restatement of law dis- 
agrees with the finance committee on the 
finality of a matter before a court which 
is dismissed on the taxpayer’s own motion. 


It provides that where a plaintiff voluntarily 
submits to a nonsuit, he is not barred from 
maintaining an action on the original cause 
of action. Federal Rule 41 is to the same 
effect. It provides that where a dismissal 
is neither voluntary nor for want of juris- 
diction or venue, it is on the “merits.” A 
voluntary nonsuit can scarcely be said to 
be a judgment on the merits. Nothing has 
been adjudicated. Yet in Warren Manufac- 
turing Company v. Tait,* where a petition to 
the Board of Tax Appeals was dismissed on 
the taxpayer’s own motion, in which the gov- 
ernment acquiesced, it was held that the district 
court was without jurisdiction. Said the court: 


“While the result here reached is un- 
doubtedly a hardship from the point of view 
of the taxpayer, especially since he would 
appear no longer to have any redress before 
the Board, suffice it to say that the remedy 
lies with the legislative body, Congress, and 
not with the Courts.” 

It is axiomatic that a decision rendered 
by a court without jurisdiction is a nullity. 
Yet in Continental Petroleum Company v. 
U. S."" where the taxpayer filed an informal 
letter with the Board within the required 
60 days and subsequently filed a formal 
petition, it was held that the petition was 
filed within the required time and that juris- 
diction attached. The court said that only 
substantial compliance with the rules is 
necessary. The order of the Board was 
therefore not a nullity as contended for, but 
a judgment on the merits and res judicata. 
In Elbert v. Johnson," where the plaintiff 
sought to have the overpayment of gift 
taxes allowed in reduction of a deficiency in 
income taxes and also claimed a deduction 
for office expenses, and the Tax Court 
passed on the issue of office expense but 
held that it was without jurisdiction on the 
recoupment issue, the district court held 
that the recoupment issue was res judicata 
on the ground that it is the filing of the 
petition with the Tax Court, rather than its 
decision, which is determinative. However, 
in Cutting v. U. S.” a suit was permitted in 
the district court following a communication 
to the Board of Tax Appeals, on the ground 
that the communication was so vague that the 
Board couldn’t tell what the taxpayer wanted 
and, therefore, jurisdiction did not attach. 


7 Cited at footnote 31. 
™ Cited at footnote 27. 
% Cited at footnote 64. 
1 39-1 ustc J 9330, 26 F. Supp. 586 (DC N. Y.). 


Res Judicata 


The government had moved to dismiss the 
petition on the grounds that (1) the appeal 
did not relate to any matter as to which 
the Board had jurisdiction under the stat- 
ute; (2) it was not an appeal from a final 


determination of a deficiency by the Com- 
missioner; (3) it contained no assignment 
of error and no copy of a 60-day letter as 
required by the Board’s rules; and (4) it 
was not verified. 


The petition was dismissed, but on 
grounds other than lack of jurisdiction. This 
says the court did not establish the Board’s 
jurisdiction, since it could not acquire juris- 
diction by recital or by action, if jurisdiction 
did not appear. To the same effect is the 
district court decision in the Century case.” 
There the government also moved to dis- 
miss the petition for lack of jurisdiction, 
but it was finally dismissed for failure to 
prosecute. The district court said that the 
filing of a petition which was not proper in 
form did not confer jurisdiction on the 
court, was not an election, and so did not 
preclude the taxpayer’s subsequent suit. 
That decision is based on sound principles 
of law. The decision on appeal is completely 
untenable. 


Conclusion 


One seeks in vain for some justification 
for the judicial construction of Section 
6512(a). It is allegedly to achieve finality. 
While that has always been the purpose of 
the doctrine of res judicata, it has not pre- 
vented the liberalization of that rule, until 
today the test of its applicability has been said 
by the United States Supreme Court to be 
the “justice and equity of the result obtained 
by following it.” White v. Adler™ pointed 
out that the rule was made by courts to 
promote a public policy, and shouldn’t be 
applied to frustrate the laws or thwart other 
public policy. In the cases involving a con- 
struction of Section 6512(a), one can’t help 
but ask what has become of the public 
policy of the equitable administration of the 
tax laws. Why should a taxpayer who seeks 
a refund be singled out for discriminatory 
treatment? In other tax cases, res judicata 
has been construed with a view to “justice 
and equity.” In the case of U. S. v. C. C. 
Clark, Inc.,” sums distributed by the taxpayer 
to its stockholders were said to be taxable as 
dividends and the taxpayer then sought a 
refund on the ground that if the sums dis- 


8 51-2 ustc 7 9445, 99 F. Supp. 692 (DC N. J). 
%! Cited at footnote 15. 
® Cited at footnote 16. 





tributed were dividends, it was entitled to 
a dividend-paid credit against its tax on 
undistributed profits. It was held that al- 
though the refund was sought under new 
facts and a different section of the law, it 
was res judicata on the ground that a cause 
of action for the overpayment of taxes in 
any one year cannot be split. The dissent 
in the case points up the absurdity of this 
entire line of cases. It says: “It is more 
for the public good that the United States 
Government in its own courts should deal 
honorably with its taxpayers than that a 
few hours of court time should be saved.” 


It also says: “The United States is claim- 
ing a $30,000 dividend was paid so as to 
get taxes from the stockholders, and refus- 
ing to admit it was paid in order to keep 
a tax from the corporation assessed because 


the $30,000 was not so paid. This is so 
wrong as to look dishonest. None of us 


judges would suffer ourselves to be put in 
that position, and we ought not to put our 
government there.” 


Aside from the lack of logic or purpose 
inherent in the Court’s construction of this 
section, the end product is a violation of 
the “due process” clause. While “due 
process” is not susceptible of exact or com- 
prehensive definition, the absolute funda- 
mentals are said to be jurisdiction, the right 
to adequate notice and a fair hearing.” A 
fair hearing is said to require not only an 
opportunity for the presentation of evidence 
and the cross-examination of witnesses, but 
also an opportunity for argument.* We 
have seen issues in suits brought in the 
district court termed res judicata under Sec- 
tion 6512(a) where the Tax Court admitted 
that it was without jurisdiction. The same 
is true of issues which were never sub- 
mitted because the facts were not then 
known,” or could not have been known,” 
as well as of issues of law which could not 
have been presented, because the judgment 
preceded a change in the law.” Thus, the 
taxpayer, instead of getting the “fair hear- 
ing” to which the Constitution entitles him, 
is deprived of any hearing. Is this the “fair 
play” which due process has been said to 
be or the “due procedure” which it literally 


*%U, 8. v. Certain Parcels of Land, 40 F. 
Supp. 436 (DC Md., 1941); L. B. Wilson, Inc. v. 
FCC, 170 F. (2d) 793 (CA D. C., 1948); Galvan 
v. Press, 74 S. Ct. 737 (1954). 

“2. B. Wilson, Inc. v. FCC, cited at foot- 
note 83. 

% Hilbert v. Johnson, cited at footnote 64. 

% Case cited at footnote 67. 

® See footnote 68. 

88 See footnotes 70-72. 
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means? I think not. The taxpayer has had 
no opportunity, in the words of L. B. Wil- 
son, Inc. v. FCC to present evidence, cross- 
examine witnesses or argue his case.” Directly 
in point is the case of Hynes v. Grimes Pack- 
ing Company,” where it was held violative 
of due process to compel the plaintiffs to 
submit to the court’s determination of issues 
not pleaded by either party. In all tax 
cases other than those arising under Section 
6512(a), the courts have zealously guarded 
the taxpayer’s right to a fair hearing. Re- 
collect the rule which says that where a 
judgment is entered on a stipulation without 
any consideration of the facts by the court, 
it is not an adjudication and, therefore, not 
the basis for res judicata and also the fact 
that an issue not actually litigated but one 
necessarily involved in the conclusion 
reached has been said not to be the basis 
for collateral estoppel. On issues not 
squarely decided, but only collaterally in- 
volved, the same result has been reached. 

It has repeatedly been held that while 
Congress has undoubted power to give, 
withhold and restrict the jurisdiction of the 
courts other than the Supreme Court, it 
must not so exercise that power as to 
deprive any person of life, liberty or prop- 
erty without due process of law.” While 
Section 6512(a) does not appear to be un- 
constitutional on its face, its construction 
by the courts has made it so. The rule is 
that acts of Congress should be so con- 
strued as to bring them into harmony with 
the Constitution, unless the contrary plainly 
appears.” The case of U. S. v. Jim Fuey 
Moy goes one step further and says that if it 
is fairly possible, a statute should be so 
construed as to avoid not only the con- 
clusion that it is unconstitutional, but also 
grave doubts upon that score.” 

The solution to the problem is simple. 
It is unnecessary to change the statute. 
However, if the courts insist on speaking 
the language of res judicata, the statute should 
be liberally construed to embody all the 
exceptions which have become a part of 
that doctrine. Such a course will remove 
all doubts of constitutionality and restore 
these decisions to the realm of the rational. 

[The End] 

*® Cited at footnote 83. 

185 F. (2d) 338 (CA-9, 1950). 

™ Battaglia v, General Motors Corporation, 
169 F. (2d) 254 (CCA-2, 1948), cert. granted, 
335 U. S. 887; Inland Milling Company 1. Hus- 
ton, 12 F. Supp. 554 (DC Iowa, 1935). 

"LL. B. Wilson, Inc. v. FOC, cited at footnote 
83; Pflueger v. U. 8., 121 F. (2d) 732 (CA D. C., 


1941). 
% 241 U. S. 394 (1916). 
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Tax Alternatives 


of a Nonresident Alien 


By JAMES R. ROWEN, Attorney, New York City 


Mr. Rowen explains why nonresident aliens with dividend, interest or royalty 
income from United States sources often form foreign corporations in countries 
with which they would ordinarily have no contact. Without passing 

on the issue of whether our tax laws should encourage them to 

own stock, lend money or license patents or copyrights in this country, he 
submits that present tax rules are not justifiable on any reasonable basis. 


NONRESIDENT alien individual who 

receives substantial United States dividend, 
interest or royalty income may have to pay 
taxes on such income to the United States 
and to his own country. The purpose of 
this paper is to describe the tax reasons 
that lead some such individuals to hold 
their United States stocks, bonds and royal- 
ties through a foreign holding company in 
order to reduce taxes. We shall assume 
that the taxpayer is a citizen and resident 
of the same foreign country; we shall also 
assume that any royalties that he receives 
are for the use of patents (or secret proc- 
esses or formulas) and copyrights (includ- 
ing motion picture rentals), as distinguished 
from mineral royalties or equipment rentals. 
A complete analysis of the tax situation of a 
particular nonresident alien would neces- 
sarily include a description of the tax law 
of his own country, but we shall only 
attempt to describe the United States tax 
law and point out the elements of the foreign 
law that must be considered in determining 
all the tax consequences.’ 


TAXES ON DIVIDEND, INTEREST AND 
ROYALTY INCOME RECEIVED DIRECTLY 


Income Taxes 

In the absence of treaty relief, a non- 
resident alien taxpayer who is not engaged 
in trade or business in the United States 


1 For general discussions of United States tax- 
ation of nonresident aliens, see Phillips, United 
States Taxation of Non-Resident Aliens and 
Foreign Corporations (The Carswell Company 
Limited, 1952); Weyher and Kelley, ‘‘The In- 
come Taxation of Aliens—Some Riddles and 


Nonresident Alien 


is subject to a 30 per cent withholding tax 
under Sections 871 and 1441 of the Internal 
Revenue Code on his dividend, interest and 
royalty gross income from United States 
sources. Dividend, interest and royalty gross 
income from United States sources, as de- 
fined in Section 86l(a), includes, inter alia, 
all dividends and interest paid by United 
States corporations, except those deriving 
less than 20 per cent of their income from 
United States sources over a three-year 
period, and royalties for the use of patents 
and copyrights in the United States. If the 
taxpayer’s United States gross income ex- 
ceeds $15,400, he must file a United States 
tax return and pay the difference between 
the tax withheld and the tax computed 
at the regular United States rates. If the tax- 
payer files a United States income tax return, 
he may deduct expenses attributable to his 
United States income from his gross income 
in computing his tax, but his tax may not 
be less than 30 per cent of such gross in- 
come. If his United States gross income 
is more than $15,400, he is entitled to the 
dividend-received credit under Section 34(e) 
in the same manner as a United States 
citizen. However, he is not entitled to file 
a joint return with his spouse under Section 
6013. If the nonresident alien is not present 
in the United States during the taxable 


Paradoxes,"’ 9 Tax Law Review 371 (1954); 
Allan and Coggan, ‘‘Aliens and the Federal In- 
come Tax," 5 Tax Law Review 253 (1950); 
Roberts and Warren, Income Taxation of Non- 
resident Aliens and Foreign Corporations (Prac- 
tising Law Institute, 1953). 
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year, he will pay no United States tax on 
sales or exchanges of his United States 
stock or bonds during the year. 

If a nonresident alien is engaged in trade 
or business in the United States he is tax- 
able on his United States income at the 
same rates as a United States citizen or 
resident. However, unlike a United States 
citizen or resident, he will only be taxed 
on income from United States sources, and 
will only be allowed deductions attributable 
to such income. 

The United States has concluded treaties 
with several countries that reduce the United 
States tax rate on dividends, interest and 
royalties paid to citizens of such countries 
who are nonresident aliens as to the United 
States. The following table shows the treaty 
countries, the relief that is granted and the 
pertinent treaty article. Except in the case 


of Sweden, the treaty relief applies only to 
taxpayers who have “no permanent estab- 
lishment in the United States” or who are 
“not engaged in trade or business in the 
United States through a permanent estab- 
lishment in the United States,” which terms 
are defined somewhat differently in the 


different treaties. 


Since the nonresident alien ordinarily 
must pay a tax on his United States income 
to his own country as well as to the United 
States, his total tax will be the sum of the 
United States tax and the foreign tax. 
However, many foreign countries allow a 
credit against their tax on United States 
income for all or part of the United States 
tax paid with respect thereto. If the tax- 
payer’s country allows such a credit, the 
additional taxes that it imposes may be 
unimportant. 


TABLE | * 


Dividend Rate 
15%, VII* 


Australia 


15%, VIII 
15%, XI 


Belgium 
Canada 


Interest Rate” 


Not limited 


15%, VIILA 
15%, XI 


Royalty Rate 
Copyright royalties ex- 
empt (except motion pic- 
ture royalties), X 
Exempt, IX 
Copyright royalties ex- 
empt (except motion pic- 
ture royalties), XIII C; 
other royalties 15%, XI 


Denmark 
Finland 


France 
Germany 


Greece 


Ireland 
Japan 
Netherlands 
New Zealand 


Norway 

Sweden 

Switzerland 

Union of South 
Africa 


United Kingdom . 


15%, VI 
15%, VI 


Not limited 
Not limited for 
individuals 


Not limited 


15%, VI*° 
Not limited 
15%, VII 
15%, VI 


Not limited 
10%, VII 
15%, VI 


Not limited 
15%, VI 


Exempt, VII 
Exempt, VII 


Not limited 
Exempt, VII 


Exempt, VI(1) 


Exempt, VII* 
15%, VI 
Exempt, VIII 
Not limited 


Exempt, VI 
30%, VIII 
5%, VII 


Not limited 
Exempt, VII* 


Exempt, VIII 
Copyright royalties ex- 
empt (except motion pic- 
ture royalties), VIII 
Exempt, Article 7 
Exempt, VIII 


Exempt (except motion 
picture royalties), VII 
Exempt, VIII °* 

15%, VII 

Exempt, VIII 

Motion picture royalties 
exempt, VIII 

Exempt, VII 

Exempt, VI 

Exempt, VIII 


Not limited 
Exempt, VIII‘ 





“Compare Rev. Rul. 54-475, 1954-2 CB 11, as 
modified by Rev. Rul. 55-482, I. R. B. 1955-31, 11. 
» Certain treaties do not apply the limitation 
on interest where the taxpayer controls, directly 
or indirectly, 50 per cent of the voting power 
of the paying corporation, where the debt is 


466 


July, 1956 ® 


secured by certain real estate mortgages or 
where certain other conditions exist. 

¢ Only limited if the income is subject, re- 
spectively, to Australian, Irish or United King- 
dom tax. 
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Estate Taxes 


The United States imposes an estate tax 
on the part of the gross estate of a non- 
resident alien that is situated in the United 
States. The regulations and decisions pro- 
vide detailed rules for determinins; the situs 
of various types of property. These rules 
are affected by estate tax treaties concluded 
with Australia, Canada, Finiand, France, 
Greece, Ireland, Japan, Norway, Switzer- 
land, the Union of South Africa and the 
United Kingdom. See Burton W. Kanter, 
“The United States Tax Treaty Program,” 
9 Tax Law Review 401. The treaties ex- 
empt from the United States tax certain 
types of property that would otherwise be 
deemed to be situated in the United States; 
they generally do not extend the estate tax 
to property that would not otherwise be 


taxed. See Rev. Rul. 54-21, 1954-1 CB 203. 


Shares of stock in United States cor- 
porations are deemed to be situated in the 
United States, irrespective of where the 
certificates are situated. See Section 2104 
of the Code and Regulations 105, Section 
81.50; Estate of Jan Willem Nienhuys, CCH 
Dec. 18,734, 17 TC 1149. 

Negotiable corporate bonds payable by 
United States corporations are deemed to 
be situated in the United States in the 
absence of treaty relief if—and only if— 
they are physically in the United States 
(Regulations 105, Section 81.50; Rev. Rul. 
54-21, 1954-1 CB 203). Section 2106(c) of 
the Code provides that bonds issued by the 
United States on or after March 1, 1941, 
are taxable in the gross estate of a nonresi- 
dent alien. It is not clear from.the statute 
whether such bonds are taxable even where 
they are not physically in the United States. 
Senate Finance Committee Report 781 on 
the Revenue Act of 1951, 1951-2 CB 458, 
520, from which Section 2106(c) is de- 
rived, states that the same rule is to apply 
to United States bonds as applies to corpo- 
rate bonds; but see Regulations 105, Sec- 
tion 81.13. The various estate tax treaties 
have specific rules relating to bonds, 

Copyrights registered in the United States 
and United States patent rights are prob- 
ably subject to United States estate tax in 
the absence of treaty relief. Cf. Pelham G. 
Wodehouse, CCH Dec. 19,361, 19 TC 487 
(1952). 

A nonresident alien decedent's estate 
ordinarily has to pay an estate tax to the 
decedent’s own country on the value of his 


United States assets. However, many coun- 
tries allow a credit against their estate tax 


Nonresident Alien 


for the United States estate tax. Estate 
and inheritance taxes imposed by states of 
the United States also must be considered. 


ORGANIZATION 
OF FOREIGN CORPORATION 


Why They Are Organized 


There are several possible reasons why 
a nonresident alien taxpayer may be able 


_ to save taxes by holding his United States 


stocks, bonds or royalties through a for- 
eign corporation. 

Reduction in United States income taxes. 
—If the taxpayer’s country has no treaty 
with the United States that limits the United 
States tax on dividends, interest or royalties, 
or if the taxpayer is not entitled to the 
benefit of such treaty reduction because he 
is engaged in trade or business and/or has 
a permanent establishment in the United 
States, he may be able to save United States 
income taxes if he holds his United States 
stocks, bonds or royalties through a for- 
eign corporation. 

Reduction in foreign income taxes.—If 
the taxpayer’s country imposes an income 
tax on the taxpayer’s United States income 


at higher rates than the United States (this 
may be the case where the taxpayer's 


country’s rates are higher than the United 
States rates or where the taxpayer's total 


income substantially exceeds his United 
States income), or if the taxpayer’s country 
does not allow a proportionate credit for 
the United States tax against its tax, the 
taxpayer may save taxes in his own country 
if he organizes a foreign corporation to 
receive and accumulate his United States 
dividends, interest or royalties. 

Where the taxpayer’s country imposes 
currency exchange restrictions, the tax- 
payer may desire to hold his United States 
investments in a foreign corporation to 
keep his dollar earnings available for rein- 
vestment or spending outside his own 
country. 

Elimination of United States estate taxes. 
—lIf the taxpayer’s estate will have to pay 
a United States estate tax on his United 
States stocks or bonds and if the foreign 
estate tax on such stocks or bonds will be 
less than the United States estate tax or 
if the foreign country will not allow a pro- 
portionate credit against its tax for United 
States tax, the United States tax will be 
an additional burden on the estate. The 
taxpayer may be able to avoid this tax by 
holding such stocks or bonds through a 
foreign corporation. 


467 





Consequences of Holding Stocks, Bonds 
or Royalties Through Foreign Corporation 


In determining whether, or where, to 
organize a foreign corporation to hold his 
stocks, bonds or royalties, a nonresident 
alien will consider the several taxes that will 
be imposed on income coming to him through 
the corporation, including corporate income 
taxes, taxes on dividends paid to him by the 
corporation and taxes on accumulated profits 
of the corporation, and he will also con- 
sider estate taxes. In the following discus- 
sion we shall refer to the country where 
the foreign corporation is organized as the 
“corporation’s country,” which may or may 
not also be the taxpayer’s country. We 
shall assume that the foreign corporation 
is not engaged in trade or business in the 
United States. 


Corporate income taxes.—United States.— 
The United States income tax on the for- 
eign corporation’s United States dividend, 
interest and royalty gross income will be 
30 per cent unless a treaty between the 
corporation country and the United States 
provides a lower rate. (Sections 881 and 
1442.) The reduced rates applicable to 
corporations of treaty countries are gen- 
erally the same as shown for individuals 
in Table I. However, the Canadian, Danish, 
Finnish, Irish, Netherlands, New Zealand, 
Swiss and English treaties further reduce 
the United States tax to 5 per cent on 
dividends paid by a United States corpora- 
tion to a foreign corporation that owns 
95 per cent of its voting stock, provided 
that not more than 25 per cent of the United 
States corporation’s income is from inter- 
est and dividends (except from subsidiaries), 
and provided that the relationship of the two 
corporations is not arranged primarily to 
secure the 5 per cent rate. The treaty 
regulations provide that the withholding rate 
shall not be reduced to 5 per cent until a 
specific ruling is obtained from the United 
States Treasury that the 5 per cent rate is 
applicable. 


Corporation’s country.—The corporation's 
country may impose a tax on dividends, 
interest or royalties received from the 
United States by its corporations. If the 
corporation’s country allows a credit against 
its taxes for the United States taxes paid, 
such credit may lessen or eliminate the 
additional burden imposed by its own taxes. 


The total corporate taxes that the foreign 
corporation will pay will depend upon the 
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United States tax rate, the foreign tax 
rate, and the credit allowed by the foreign 
country for United States taxes. The total 
corporate income taxes will be least where 
the corporation is incorporated in a country 
(1) that has a treaty with the United States 
that limits or exempts the United States 
tax on dividends, interest or royalties and 
(2) that does not itself impose a substantial 
income tax on United States dividend, 
interest or royalty income. 


The United States generally has not con- 
cluded treaties with countries that do not 
impose corporate income taxes, but Canada 
and the Netherlands Antilles (most of the 
provisions of the Netherlands treaty have 
been extended to the Netherlands Antilles) 
impose minimal taxes on the foreign income 
of certain corporations. 


The table on the facing page indicates 
that the total corporate income tax on 
United States dividend, interest or royalty 
income received by corporations of certain 
foreign countries will be 30 per cent or less. 


Income taxes on dividends paid by for- 
eign corporation to nonresident alien.—The 
United States, the corporation’s country 
and the taxpayer’s country may all impose 
taxes on. distributions by the foreign cor- 
poration to the nonresident alien. 


United States—In the absence of treaty 
relief, dividends paid to a nonresident alien 
by a foreign corporation that derives 50 
per cent of its gross income from United 
States sources are subject to United States 
tax under Section 861(a)(2), in the propor- 
tion that the corporation’s United States 
gross income bears to its total gross income. 
The 50 per cent test is applied with reference 
to the three taxable years before the decla- 
ration of the dividend. However, a foreign 
corporation that is not engaged in trade 
or business in the United States does not 
have to withhold tax on its dividends. 


The various treaties provide that divi- 
dends paid by a Canadian, Finnish, German, 
Greek, Irish, Japanese, Netherlands (in- 
cluding the Netherlands Antilles), New 
Zealand or United Kingdom corporation 
to a nonresident alien of the United States 
are exempt from United States tax. Divi- 
dends paid by an Australian corporation 
to a resident of Australia and by a Switzer- 
land corporation to a resident of Switzer- 
land are also exempt. 


Where dividends paid by the corporation 
would not be exempt from United States 
tax by treaty and the corporation derives 
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United States 
Tax 


Corporations of Panama, Liberia 
and other countries that do not 
tax United States income 
Canadian nonresident-owned in- 
vestment corporations 

Interest bt eid 

Copyright royalties ... 

Patent royalties 

Dividends 


Canadian corporation that is not 
nonresident-owned investment cor- 
poration 
Dividends from subsidiary that 
is controlled 25% to 95% 
Dividends from subsidiary that 
is controlled 95% 
Netherlands Antilles corporation 
Interest 
Patent royalties 
Dividends Wa AD 
Dividends from subsidiary that 
is controlled 95% 


50 per cent or more of its income from 
United States sources, some taxpayers may 
seek to avoid the United States tax on 
corporate distributions by capitalizing the 
corporation heavily with interest-paying se- 
curities. Since the United States imposes 
no tax on interest paid by a nonresident 
foreign corporation to a nonresident alien, 
it is arguable that in this way the foreign 
shareholders may withdraw profits from 
the corporation without United States tax. 
However, the Internal Revenue Service and 
the courts have treated purported interest 
payments as dividends in other situations 
where the “debt” had the attributes of a 
capital contribution, and may well do like- 
wise in this situation. 

Corporation’s country—The corporation’s 
country may impose a withholding tax on 
dividends paid by its corporations to non- 
residents. Of the countries specifically 
listed in Table II only Canada imposes such 
a withholding tax. (Canada does not im- 
pose such tax on nonresident-owned in- 
vestment corporations.) 


Taxpayer's country.—The taxpayer’s country 
will probably impose a tax on the taxpayer’s 
dividend income from the foreign corpora- 
tion. Although some countries might allow 


2See Harnett, ‘‘Personal Holding Company 
Treatment of Foreign Corporations,’’ Proceed- 
ings of the New York University Ninth Annual 
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15% | United States 
15% |tax 
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2.4% 
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credit against their taxes for any withhold- 
ing tax imposed on such dividends by the 
corporation’s country, most countries prob- 
ably would not allow a credit for the corpo- 
rate taxes paid by the foreign corporation. 
It is necessary to check the law of the tax- 
payer’s country on this point. 

Personal holding company tax and ac- 
cumulated earnings tax.’—If the foreign cor- 
poration does not distribute all its earnings 
to its stockholders, it may be subject to 
additional taxes on its accumulated earn- 
ings. Here we shall only consider the United 
States taxes on such accumulations, but 
the possibility that the taxpayer’s country 
or the corporation’s country will impose 
such a tax should also be considered. In 
the United States the additional taxes to 
consider are the personal holding company 
tax (Sections 541-547) and the accumulated 
earnings tax (Sections 531-537): The per- 
sonal holding company tax and the ac- 
cumulated earnings tax are mutually exclusive; 
if the personal holding company tax applies, 
the accumulated earnings tax will not ap- 
ply (Section 532(b)). 

If 50 per cent of a foreign corporation’s 
gross income is from United States sources 
and more than 50 per cent of its stock 


Institute on Federal Taxation, p. 789; Rudick, 


‘‘Personal Holding Companies Owned by Non- 
resident Aliens,’’ 1 Tax Law Review 218. 
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is owned directly or indirectly by as few 
as five persons, and 80 per cent of its 
United States gross income is from divi- 
dends, interest, royalties or other types of 
personal holding company income described 
in Section 543, it ordinarily will be a per- 
sonal holding company. In applying the 
stock-ownership test to determine whether 
more than 50 per cent of the corporation’s 
stock is owned by as few as five persons, a 
person is considered as owning all stock 
owned by a brother, sister, spouse, ancestor, 
lineal descendant or partner, as well as part 
of the stock owned by corporations, part- 
nerships, estates and trusts in which he has 
an interest. (The constructive-ownership 
rules are set forth in detail in Section 544.) 

A personal holding company must pay a 
tax of 75 per cent on the first $2,000 and 
85 per cent on the remaining part of its 
undistributed earnings. Since the personal 
holding company tax is severe, a taxpayer 
who organizes a foreign corporation to hold 
his United States stocks, bonds or royalties 
ordinarily will either keep it from being a 
personal holding company or cause it to 
distribute all its income in dividends. Where 
the taxpayer wants to accumulate earnings 
in the corporation to reduce the taxes that 
he pays to his own country, it is essential 
to him that the corporation not be a per- 
sonal holding company. There are several 
alternative courses that taxpayers might 
pursue to keep their corporations out of 
the personal holding company classification. 


More than 50 per cent of gross income from 
foreign sources.—A foreign corporation will 
not be a personal holding company if more 
than 50 per cent of its gross income is from 
sources outside the United States and all 
of its stock is owned directly or indirectly 
by nonresident aliens (Section 542(c)(10)). 
Accordingly, if the taxpayer has or is able 
to obtain substantial income from other 
countries, there will be no United States 
personal holding company tax if he receives 
such income together with his United States 
income through the foreign corporation. 
Since the test is a gross income test, rather 
than a net income test, it can often be met 
by a relatively small investment in a busi- 
ness or property outside the United States that 
will bring a large gross income and a small net 
income. Moreover, income from the sale out- 
side the United States of United States 
stocks and bonds would not be considered 
gross income from United States sources. 


Less than 80 per cent personal holding com- 
pany income.—A foreign corporation will not 
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be a personal holding company unless 80 
per cent of its United States income is 
personal holding company income. Accord- 
ingly, a corporation will not be subject to 
personal holding company tax if more than 
20 per cent of its United States gross in- 
come comes from the operation of a trade 
or business or from other nonpersonal hold- 
ing company income. However, since most 
treaty country corporations will be denied 
the reduced United States treaty tax rate 
if they carry on a trade or business and/or 
have a permanent establishment in the 
United States, this means of avoiding the 
personal holding classification would ordi- 
narily carry with it a loss of the treaty rate 
reduction. 


Stock-ownership test—Since a corporation 
is not a personal holding company unless 
more than 50 per cent of its stock is owned 
directly or indirectly by as few as five indi- 
viduals, the personal holding company problem 
will not exist if the corporation is widely held. 
However, where a corporation is controlled 
by one or two small family groups, five of 
its stockholders will ordinarily be held to 
own more than 50 per cent of its stock after 
application of the constructive stock-owner- 
ship rules. 


Treaty exemption.—Most of the tax treaties, 
by their terms, apply to the United States 
“federal income tax and surtaxes, includ- 
ing excess profits taxes.” The personal 
holding tax appears to be an “income 
tax” under the structural arrangement of 
the 1954 Code, but under the 1939 Code it 
was a part of a Chapter 2, entitled “addi- 
tional income taxes,” and most of the 
treaties were written when the 1939 Code 
was in effect. Although it is arguable, even 
under the 1939 Code, that the personal 
holding company tax is an “income tax” 
within the meaning of the treaties, certain 
provisions in the treaties and the histories 
of the treaties indicate that the treaties 
generally do not limit the personal holding 
company tax. Article XIII of the Canadian 
treaty and Article X VI of the United King- 
dom treaty provide that the personal holding 
company tax shall not apply to a Canadian 
or United Kingdom corporation that is 
50 per cent or more owned by residents 
of Canada or the United Kingdom; the im- 
plication of these articles (confirmed by the 
treaty regulations) is that the personal 
holding company tax may apply to other 
Canadian or United Kingdom corporations. 
Moreover, when the Senate Foreign Rela- 
tions Committee rejected the inclusion of 
a similar personal holding company tax ex- 
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emption in the Irish and Netherlands treaties, 
it indicated that these treaties do not apply 
to the personal holding company tax. See 
“Recommendations of Senate Foreign Re- 


lations Committee dated August 6, 1951,” 
printed in the CCH Tax Treaties at { 3141. 


Assuming that the treaties generally do 
not limit the personal holding company tax, 
it is still arguable that a foreign corporation 
is not a personal holding company if the 
dividends that it pays would not in any 
event be subject to United States tax. 
Since the purpose of the personal holding 
company tax is to impose a surtax where 
a corporation is used to avoid income tax on 
the shareholders, it should not apply where 
the income, if distributed, would not be 
subject to United States tax. If this argu- 
ment prevailed, corporations of Canada, 
Finland, Germany, Greece, Ireland, Japan, 
the Netherlands (including the Netherlands 
Antilles), New Zealand and the United 
Kingdom would not be personal holding 
companies where all their stockholders are 
nonresident aliens as to the United States. 
However, the personal holding company 
tax by its terms does not depend upon in- 
tent, and in similar situations the Treasury 
and the courts have imposed a personal 
holding company tax even though the stock- 
holders of the corporation would not be 
taxed if there were a dividend. See A. G. 
Fides v. Commissioner, 43-2 ustc J 9574, 137 
F, (2d) 731 (CCA-4). In the Fides case 
the stockholders would not have been sub- 
ject to tax on dividends paid by the corpo- 
ration, but the court applied the personal 
holding company tax. 


Foreign personal holding company.—Con- 
gress enacted the foreign personal holding 
company tax (Sections 551-557) in 1937 to 
tax the United States shareholders of cer- 
tain closely held foreign corporations on 
their respective portions of the earnings 
and profits of such corporations even where 
such earnings are not distributed. The pur- 
pose of the tax is to prevent United States 
citizens from accumulating foreign invest- 
ment income in foreign corporations with- 
out incurring United States tax. A foreign 
corporation whose principal income is from 
dividends, interest or royalties will ordi- 
narily be a foreign personal holding com- 
pany where more than 50 per cent in value 
of its outstanding stock is owned “directly 
or indirectly” by as few as five United 
States citizens or residents. 


To prevent United States citizens or resi- 
dents from circumventing the 50 per cent 
test by dispersing their holdings among 


Nonresident Alien 


members of their families, the Congress 
provided that the constructive ownership 
rules for personal holding companies shall 
apply in such 50 per cent test. This means, 
inter alia, that a stockholder will be con- 
sidered as owning stock owned by his 
brothers, sisters, spouse, ancestors, lineal 
descendants and ‘partners. An unintended 
result of these rules is that nonresident 
alien shareholders of a foreign corporation 
who have partners or close relatives who 
are citizens or residents of the United 
States can qualify their corporation as a 
foreign personal holding company by giv- 
ing such relatives or partners a few shares 
of stock. Indeed, under the literal terms 
of the statute the corporation in such cases 
may be a foreign personal holding company 
even where the United States relatives or 
partners own no stock. 


If the corporation is a foreign personal 
holding company, it will incur no personal 
holding company tax, for a foreign per- 
sonal holding company is not subject to 
the personal holding company tax (Sec- 
tion 542(c)(5)). Moreover, the nonresident 
aliens will incur no tax disadvantage by 
reason of the fact that the corporation is 
a foreign personal holding company, for 
the foreign personal holding tax affects 
only the United States residents or citizens 
who are actual stockholders. Only such 
United States shareholders will be taxed, 
and they will be taxed only on the ratable 
share of the corporation’s profits that is 
attributable to the stock actually owned 
by them. 


Other comments on personal holding com- 
pany tax—There are very few cases that 
discuss the application of personal holding 
company tax to foreign corporations; there 
are no cases that discuss whether the tax 
applies to a foreign corporation where divi- 
dends paid by the corporation to all its 
shareholders would be exempt from United 
States tax by treaty. This scarcity of au- 
thority may be due to the fact that it is 
difficult for the Treasury to uncover cases 
where nonresident personal holding compa- 
nies do not pay the tax. 

A personal holding company ordinarily 
may avoid the personal holding company 
tax by distributing all its income in divi- 
dends, for a “dividends paid” deduction is 
allowed in computing the amount of in- 
come subject to the personal holding com- 
pany tax. Under the 1939 Code there was 
some doubt whether a personal holding 
company could avoid the tax by distributing 
dividends where its stockholders were not 
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subject to United States tax on the divi- 
dends, Since Section 27(i) of the 1939 Code 
provided that the dividends-paid deduction 
would only be allowed for dividends paid 
to a stockholder who was subject to taxes 
under Chapter 1, it was argued that if 
dividends to the foreign shareholders were 
exempt from tax (as by treaty), the corpo- 
ration would be subject to personal holding 
company tax on its total income without 
any deduction for the dividends paid. 


However, the Treasury held that the divi- 
dends-paid deduction would not be denied 
merely because the shareholders were non- 
resident aliens who would not be subject 
to United States tax on dividends paid by 
the corporation. See special ruling under 
the Swiss treaty, dated April 9, 1952, re- 
ported at § 7452.70 of the CCH Tax Treaties. 


Moreover, even if there were some ques- 
tion under Section 27(i), the language of 
the 1954 Code could not be construed to 
deny the dividends-paid deduction in such 
case. See Section 561, which refers to Sec- 
tion 562, which in turn refers to Section 316. 


Accumulated earnings tax —If the corpo- 
ration is not a personal holding company 
or foreign personal holding company, it may 
be subject to the accumulated earnings 
tax under Sections 531-537 (ranging from 
27%4 per cent to 38% per cent) on the 
amount of earnings that it accumulates for 
the purpose of avoiding the tax that its 
shareholders would pay on distributions of 
dividends. The fact that any corporation 
is a mere holding or investment company 
is prima-facie evidence of the purpose to avoid 
the income tax with respect to shareholders. 

Since the accumulated earnings tax only 
applies to corporations that accumulate 
surplus to avoid the United States tax on 
dividends paid to their shareholders, this 
tax will not apply where all the stock- 
holders are nonresident aliens and divi- 
dends paid to them would be exempt from 
United States tax by treaty or because 
more than 50 per cent of the corporation’s 
gross income is from outside the United 
States. 


Estate taxes.—If the nonresident alien’s 
stocks or bonds will be subject to United 
States estate tax if he holds them directly 
and if his estate will not get full credit 
for the United States tax against his own 
country’s estate tax, he may be able to 
reduce estate taxes by organizing a foreign 
corporation to hold the stocks or bonds. 


% See Rudick, cited at footnote 2. 
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It is generally assumed that a nonresident 
alien is not subject to United States estate 
tax on the stock of a nonresident foreign 
corporation, even though the corporation’s 
sole assets are property that would be sub- 
ject to estate tax if held by the taxpayer. 
Cf. Code Section 2104 and the Senate Fi- 
nance Committee report on the 1954 Code, 
pages 476-477. 

However, it is always possible that the 
Treasury at some time will seek to ignore 
the corporate entity and assert an estate 
tax. Cf. Hay v. Commissioner, CCH Dec. 
13,377, 2 TC 460, aff'd, 44-2 ustc { 9522, 
145 F. (2d) 1001 (CCA-4); Kaspare Cohn 
Company, Ltd., CCH Dec. 9604, 35 BTA 646 
(1937); Hazelton Corporation, CCH Dec. 
9813, 36 BTA 908 (1937); Cleary, “The 
Corporate Entity in Tax Cases,” 1 Tax Law 
Review 3. 


Before a nonresident alien organizes a 
foreign corporation to minimize United 
States taxes, he will of course consider 
whether the corporation’s country will im- 
pose an estate tax and, if so, whether his 
own country will allow credit for such tax 


against its estate tax. 


TAX HAVENS 
FOR NONRESIDENT ALIENS 


Several countries have designed their tax 
laws to attract foreign capital, and some 
of them have become known as tax-haven 
countries. We shall discuss particularly the 
Netherlands Antilles and Canada—two West- 
ern Hemisphere countries that have tax 
treaties with the United States—and Panama 
and Liberia—two countries that do not 
have treaties with the United States. 


The Netherlands Antilles 


The Netherlands Antilles (sometimes re- 
ferred to as Curacao) consist of two groups 
of islands in the Caribbean Sea, the largest 
of which is Curacao, about 40 miles off the 
Venezuelan coast. The Netherlands Antilles 
are territories of the Netherlands, but they 
have substantial self-government. The cur- 
rency is the Antillian guilder, which is 
independent of the Netherlands currency. 
The official language is Dutch, but it is 
possible to file corporate charters in English. 


Under the United States-Netherlands 
Antilles tax treaty, effective as of January 
1, 1955, most of the provisions of the United 
States-Netherlands tax treaty have been ex- 
tended to the Netherlands Antilles. Royal- 


TAXES—The Tax Magazine 





ties and interest received from the United 
States by a Netherlands Antilles corpo- 
ration that is not engaged in trade or busi- 
ness through a permanent establishment in 
the United States are exempt from United 
States tax (Netherlands treaty, Articles 
VIII and IX). The United States tax on 
dividends is reduced to 15 per cent for 
dividends paid by a United States corpo- 
ration to such a Netherlands Antilles corpo- 
ration. The tax is further reduced to 5 per 
cent where the Netherlands Antilles corpo- 
ration owns 95 per cent of the stock of the 
United States corporation, provided that 
not more than 25 per cent of the United 
States corporation’s gross income is derived 
from interest or dividends (except from 
subsidiaries), and provided further that the 
relationship between the two corporations 
is not arranged primarily to obtain the 5 
per cent rate (Netherlands treaty, Article 
VII). The United States imposes no tax 
on dividends paid by a Netherlands An- 
tilles corporation to persons who are neither 
citizens nor residents of the United States 
(Netherlands treaty, Article XII). 


The Netherlands Antilles itself imposes 
only a 2.4 per cent corporate tax on the 
dividend or interest income of its holding 


and investment corporations from United 
States stocks or bonds, and imposes no tax 


on capital gains from such stocks or bonds. 
It presently imposes a 24 per cent tax on 


patent royalties. The Netherlands Antilles 
imposes no income tax on dividends paid 
by its corporations to nonresidents and it 
imposes no estate tax on stock in its corpo- 
rations owned by nonresidents. 

If a nonresident alien receives United 
States dividends, interest or royalties through 
a Netherlands Antilles corporation and such 
corporation distributes all its income in divi- 
dends, the total United States and Nether- 
lands Antilles taxes will be as follows: 


Nether- 
lands 
Antilles 
Tax 

2.4% 


United 
States 
Tax 
15% 


Total 
Dividends . 17.4% 
Dividends 
from 95% 
subsidiary 
Interest 
Patent 


royalties 24 % 24 % 


In view of these reduced rates a resident 
of a nontreaty country (or a resident of a 
treaty country where the treaty does not 
limit the applicable rate or a resident of a 
treaty country who is not entitled to relief 


5% 2.4% 


2.4% 


74% 
2.4% 


Nonresident Alien 


because he is engaged in business in the 
United States) may find it advantageous 
to receive his United States dividends, in- 
terest or royalties through a Curacao cor- 
poration, for his total United States and 
Netherlands Antilles taxes will be less than 
the United States tax that he would pay 
if he received such income directly. How- 
ever, this advantage may in some cases be 
offset in whole or part if the taxpayer’s 
country would allow him a credit for United 
States tax on income that he receives directly, 
but not allow him credit for the United 
States and Netherlands Antilles corporate 
taxes paid by his Curacao corporation. 


Treaty country taxpayers who benefit 
from a reduced treaty rate may not save 
any United States income tax by holding 
their United States stocks, bonds or royal- 
ties through a Curacao corporation. In- 
deed, if they organize a Curacao corporation 
and it distributes all its earnings in divi- 
dends, their total income taxes may be 
greater than if they received the income 
directly; their own country would probably 
allow a credit for the United States tax on 
income paid directly to its citizens, but is 
less likely to allow credit for the United 
States or Netherlands Antilles corporate 
tax on income received by the Curacao 
corporation. The advantage that such a 
treaty country taxpayer might derive from 
a Curacao corporation would be the elimi- 
nation of United States estate taxes and, 
if the Curacao corporation accumulates in- 
come, a reduction in the taxes that he pays 
to his own country. Of course, if a Curacao 
corporation accumulates income, consider- 
ation must be given to the United States 
personal holding company tax. 


Canada 


A nonresident alien who wants to or- 
ganize a Canadian corporation to hold his 
United States stocks, bonds or royalties 
may seek to qualify the corporation as a 
nonresident-owned (NRO) investment cor- 
poration under Section 70 of the Canadian 
income tax act. A corporation whose assets 
consist of stocks, bonds or royalties may 
qualify as a Canadian NRO investment 
company by making an election to so 
qualify if 95 per cent or more of its stock 
is'owned by persons who are nonresident 
aliens as to Canada. An NRO investment 
company that is not engaged in trade or 
business in the United States is subject to 
a 15 per cent United States withholding 
tax on the dividends, interest and patent 
royalties that it receives from United States 
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TABLE Iil— Comparison of the United 


States and Canadian Income Taxes and 
the United States and Curacao Income 
Taxes on Dividends, Interest or Royalties 
Paid to a Canadian Corporation or to 
a Curacao Corporation 


Canadian 
27.75 %* 


Curacao 

Dividends 17.4% 

Dividends from sub- 
sidiary that is con- 
trolled 25% to 
95% 

Dividends from sub- 
sidiary that is con- 
trolled 95% 


Interest 
Patent royalties 


17.4% 


5% 
27.75%" 
27.75%* 


7.4% 
2.4% 
24% 

* NRO corporation. 
SS 


sources, but it is not subject to United 
States tax on copyright royalties received 
from United States sources. It is also sub- 


ject to a 15 per cent Canadian tax on its 
net income. In computing such net income 
the United States tax paid is deductible 
from gross income, but is not allowed as 
a credit against the Canadian tax. Accord- 
ingly, a Canadian nonresident-owned invest- 
ment corporation will pay a total Canadian 
and United States tax of 15 per cent on 
copyright royalties and 27.75 per cent on 
dividends, interest and patent royalties. 
Canadian provincial income taxes should 
also be considered, but at the present time 
only the Province of Quebec imposes such 
a tax. There will be no United States or 
Canadian tax on the dividends paid by the 
Canadian corporation to persons who are 
nonresident aliens as to both Canada and 
the United States (Canadian treaty, Article 
XII; Section 106(1)(a) of the Canadian 
income tax act). 


If the nonresident alien transfers 25 per 
cent or more of the stock of a United States 
corporation to a Canadian corporation, it 
may be to his advantage for the Canadian 
corporation not to elect to be an NRO 
investment corporation, for then there will 
be no Canadian corporate income tax on 
dividends paid by the United States corpo- 


ration to the Canadian corporation. More- 
over, if the Canadian corporation owns 95 
per cent of the voting stock of a United 
States operating corporation, the United 
States dividend withholding tax will be 
reduced to 5 per cent, provided that the 


Canadian corporation is not organized pri- 
marily to secure such 5 per cent rate. 
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However, Canada imposes a 15 per cent 
withholding tax upon dividends paid by a 
Canadian corporation that does not qualify 
as an NRO investment company to non- 
resident aliens. Since this 15 per cent tax 
is imposed on income passing to the non- 
resident alien it is more likely that the 
taxpayer’s country will allow this tax as a 
credit against its own tax than the 15 per 
cent tax imposed on income received by a 
Canadian NRO investment company; how- 
ever, it is necessary to examine the par- 
ticular laws of the taxpayer’s country to 
determine the effect of its foreign tax credit. 

In considering the tax consequences of 
receiving income through a Canadian cor- 
poration, citizens of the United Kingdom, 
France, Sweden and New Zealand should 
consider the effect of treaties between their 
countries and Canada, as well as the effect 
of the United States tax treaty with their 
country and with Canada. 

A principal disadvantage of Canada as 
a tax-haven country is that it presently 
imposes a substantial estate tax on stock 
in its corporations owned by nonresident 
aliens. It is possible that the Canadian 
estate tax could be avoided by transferring 
the Canadian stock to a corporation or- 
ganized in a foreign country such as Panama 
or Liberia that imposes no estate tax on 
shares of stock owned by nonresidents, 
provided that there is sufficient substance 
to the Panamanian or Liberian holding com- 
pany so that it is not disregarded for tax 
purposes. However, if this were done, the 
taxpayer might lose the benefit of a tax 
credit from his own country for the 15 
per cent dividend withholding tax that is 
paid by Canadian corporations that are not 
NRO investment corporations. 

Since Canada imposes a 15 per cent with- 
holding tax on dividends paid by its cor- 
porations that are not NRO investment 
corporations, the relative income tax ad- 
vantage of the Netherlands Antilles or 
Canada where dividends are received from 
a subsidiary will depend on the extent to 
which such withholding tax is allowed as a 


credit against the tax imposed by the tax- 
payer’s own country. 


Panama and Liberia 


There are several other countries, includ- 
ing Panama, Liberia, the Bahamas, Bermuda, 
Haiti, Liechtenstein, Luxembourg, Tangier, 
Uruguay and Venezuela that impose minimal 
income taxes on the foreign income of cer- 
tain holding corporations owned by non- 
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resident aliens. Since the United States has 
no tax treaties with these countries, it im- 
poses a 30 per cent withholding tax on 
United States dividends, interest or royal- 
ties paid to corporations of such countries. 
Moreover, dividends paid by corporations 
of these countries are subject to United 
States tax where 50 per cent or more of 
their income is from United States sources. 


A nonresident alien ordinarily will de- 
rive no United Staies income tax benefit 
by holding United States assets through a 
corporation in these countries unless either 
(1) the corporation derives more than 50 
per cent of its income from foreign sources 
so that dividends that it pays will not be 
subject to United States tax or (2) the 
corporation is able to accumulate its income 
without incurring the United States per- 
sonal holding company or accumulated earn- 
ings tax. If the foreign corporation’s 
dividends are subject to United States tax, 
income coming to the nonresident alien 
through the foreign corporation will be sub- 
ject to a 30 per cent United States with- 
holding tax, and the remaining 70 per cent 
will be subject to a regular United States 


tax when he receives it through the foreign 
corporation. 


Since the pertinent tax laws of the non- 
treaty tax-haven countries are generally alike, 
the nonresident alien is ordinarily influenced 
in the choice of a particular country by 
nontax factors, such as political and economic 
stability, language, exchange restrictions, 
his familiarity with the country’s laws, the 
expense of incorporating and administering 
a corporation, the necessity of having local 
stockholders, and the requirements for cor- 
porate meetings and other corporate formali- 
ties. Some nonresident aliens prefer foreign 
countries that have laws under which banks 
are prohibited from disclosing secrets about 
the assets or income of their customers. 


We shall discuss primarily the situations 
in Panama and Liberia, for the laws in 


those countries are similar to American 
laws. The official language in Liberia is 
English, and although Spanish is the official 
language in Panama, English is widely used. 
It is difficult for an American lawyer to 
describe accurately the laws of foreign 


countries that have different languages and 


legal concepts. However, this does not 
mean that all nonresident aliens will neces- 
sarily prefer Panama or Liberia, for non- 
resident aliens may prefer to incorporate in 
countries whose language and laws are 
more familiar to them, or which are closer 
to them. 


Nonresident Alien 


Neither Liberia nor Panama imposes an 
income tax on dividend, interest, or royalty 
income derived by their corporations from 
the United States where the stock of the 
corporation is owned by nonresidents. The 
Liberian and Panamanian corporation laws 
are similar to United States laws; English 
is widely used in both countries; neither 
country has monetary exchange restrictions; 
and neither country imposes an estate tax 
on shares of such corporations owned by 
nonresidents. The currency of Liberia is 
the United States dollar; the currency of 
the Republic of Panama is not the United 
States currency, but the coins are in the 
same size as United States currency and 
there is a parity in the rate of exchange. The 
only required connection of a Panamanian 
or a Liberian corporation with Panama or 
Liberia is the maintenance of a resident 
agent. Directors, stockholders and incor- 
porators can be of any nationality and meet- 
ings may be held any place in the world 
in person or by proxy. See Pursley, Estab- 
lishing a Business in Panama (Business In- 
formation Service, Office of International 


Trade, United States Department of Com- 
merce); Liberia as a Foreign Corporate 
Domicile (Liberian Services, Inc., 261 Madi- 
son Avenue, New York 16, New York). 
The First National City Bank of New York 
has branches in both Liberia and Panama. 


PROBLEMS OF INCORPORATION 
AND DISSOLUTION 


Assuming that the nonresident alien con- 
cludes that he will save money by holding 
his United States stocks, bonds or royal- 
ties through a foreign corporation, he will 


ordinarily consider other tax problems be- 
fore he creates such a foreign corporation. 


Organizing Foreign Corporation 


If the nonresident alien is not engaged 
in trade or business in the United States 
and is not present in the United States 
during the year, there will be no United 
States tax upon the contribution of assets 
to the foreign corporation in return for its 
stock. However, persons who aid, assist, 
counsel or advise in or with respect to the 
organization of the foreign corporation will, 
subject to an attorney-client privilege, have 


to file information returns with respect to 
the organization of the corporation under 
Section 6046 of the Code. 

It is possible that the taxpayer’s country 
will impose a substantial tax on the tax- 
payer upon his receipt of stock in a foreign 
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corporation in exchange for the transfer of 
the United States stocks, bonds or royalties. 
The law of the foreign country must be 


examined to determine whether such a tax 
will necessarily be imposed. 


Dissolution 


If there are changes in laws or other 
conditions, the taxpayer may want to re- 
consider the advantages or disadvantages of 
holding assets through a foreign corpora- 
tion that he has created. Changes in United 
States tax laws or treaty provisions, or 


changes in the laws of the corporation’s 
country, the taxpayer’s country or some 
other country, may make it advantageous 
for the taxpayer to hold the assets di- 
rectly or through a corporation organized 
in a different country. If the taxpayer then 
decides that he wants to hold the assets 
directly or through a different foreign cor- 
poration, he will have the problem of 
getting his assets out of the corporation. 
Under the present United States law 
there probably would be no United States 
taxes upon the liquidation of the foreign 
corporation, for the gain would be gain on 
the sale or exchange of a capital asset, and 
would not be taxable to a nonresident alien 
who has not been engaged in trade or busi- 
ness or present in the United States during 
the year (Section 871). However, before 
organizing a foreign corporation one should 
examine the law of the taxpayer’s country 
and of the corporation’s country to deter- 
mine whether the taxpayer would be able to 
liquidate the foreign corporation or reorganize 
it under the laws of a different country 
without incurring substantial taxes. 


CONCLUSION 


We have attempted to describe why non- 
resident aliens organize certain foreign 
corporations to reduce their taxes on United 
States dividends, interest and royalties. We 
wish that we knew the sound policy rea- 
sons for the rules that induce nonresident 
aliens to transfer United States stocks, 
bonds, patents and copyrights to corpora- 
tions of countries with which they would 
ordinarily have no contact, but we do not. 

Without passing on the issue as to whether 
our tax laws should encourage nonresident 
aliens to own stocks, lend money, or license 
patents or copyrights in the United States, 
we submit that the present tax rules are 


not justifiable on any reasonable basis. To 
make them reasonable, either to the ad- 
vantage or disadvantage of the nonresident 
alien, it is submitted that Congress should 
resolve several policy decisions: 


(1) The United States should either 
eliminate its estate tax on stocks owned by 
nonresident aliens, or it should impose the 
tax on stocks of closely held foreign hold- 
ing corporations in the proportion that 
their United States assets bear to their total 
assets. The present system taxes only those 
aliens who are too small or unsophisticated 
to create a foreign holding company, and 
thereby places too great a premium on tax 
advice. 

(2) The United States should either limit 
its tax on dividends, interest or royalties 
paid to all nonresident aliens to the mini- 
mum treaty rates or, in the alternative, it 
should not conclude treaties that exempt, 
from United States tax, dividends paid to a 
citizen of a nontreaty country by a treaty- 
country corporation that holds principally 
United States assets. If one of these alter- 
natives were followed, nonresident aliens 
would not organize foreign holding corpora- 
tions to avoid United States income taxes. 


(3) The United States should exempt a 
foreign corporation from its personal hold- 
ing company tax where all of the stock- 
holders of the corporation would be exempt 
from United States tax on dividends paid 
by the corporation, since the reasons for the 
personal holding company tax do not apply 
in this situation. 


(4) Congress should reconsider all taxes 
on nonresident aliens that are not withheld. 
These taxes include the tax in excess of 
30 per cent on nonresident aliens whose 
United States gross income exceeds $15,400, 
the personal holding company tax, the tax 
on dividends paid by nonresident foreign 
corporations to nonresident aliens, and estate 
taxes. Many nonresident aliens and foreign 
corporations probably are disregarding these 
taxes, for it is difficult for the Treasury to 
find out about these tax liabilities or to 
collect the taxes when it does find out about 
them. The present law thus penalizes the 
honest person and encourages tax evasion. 
The withholding system should be tight- 
ened so that these taxes will be collected 
from all nonresident aliens and foreign cor- 


porations, or these taxes should be eliminated. 
[The End] 


“A man becomes no less a man when he dons the black robe; the more of a 
man he remains, the better is he as a judge.” 
Armistead M. Dobie, United States Circuit Judge for the Fourth Circuit, Retired. 
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Directors’ Liability for Federal Taxes 
as a Result of Corporate Liquidation 


By HAROLD OELBAUM 


As the relevant law covers a broad group of fiduciaries as well as directors 
of liquidating corporations, much of this article applies 

to both groups. The author discusses the source of liability under federal 
law and prerequisites to liability, and concludes that the prudent 

director should assume that he will be subject to personal liability 

for making distributions in disregard of the priority 


of the United States, whether or not in payment of debts. 
Mr. Oelbaum is associated with the New York firm of Hellerstein & Rosier. 


QUESTION that arises on liquidation 

of many corporations is how large a 
reserve for potential federal taxes must be 
established. Generally, the management 
of a liquidating corporation desires to dis- 
tribute as much of its assets as it may with- 
out rendering its directors personally liable 
for federal taxes. 

The relevant law, as we shall see, is not 
limited to directors but covers a_ broad 
group of fiduciaries. Many cases dealing 
with various types of fiduciaries will shed 
light on our problems. Therefore, much 
of our discussion will apply not only to 
directors of liquidating corporations but 
also to a broad group of fiduciaries. 


SOURCE OF LIABILITY 
UNDER FEDERAL LAW 


Under federal law the personal liability 
of directors must rest on statute as there 
is no suggestion in the cases that the fed- 
eral common law may impose such liability. 


The only federal statute that may impose 


liability is Section 3467 of the Revised 
Statutes.’ 


Personal liability under this section is 
imposed on the fiduciary for payment of 
debts owed by the person or estate for 
whom or for which he acts before pay- 
ment of debts due to the United States. 
Section 3466 of the Revised Statutes’? de- 
fines and establishes the right of the United 
States to priority in the distribution of 
assets of insolvents indebted to the United 
States. Section 3466 is derived from a 
statute enacted by Congress in 1797. In 
1799, apparently to implement the right of 
the United States to priority, the predeces- 
sor of Section 3467 was enacted, imposing 
on fiduciaries the penalty of personal lia- 
bility for payment of other creditors in 
disregard of the right of the United States 
to priority. 


This liability is not, and never was, de- 
fined in the Internal Revenue Code. The 








131 USC Sec. 192, as amended by Sec. 518 of 
the Revenue Act of 1934: ‘Every executor, 
administrator, or assignee, or other person, who 
pays, in whole or in part, any debt due by the 
person or estate for whom or for which he acts 
before he satisfies and pays the debts due to 
the United States from such person or estate, 
shall become answerable in his own person and 
estate to the extent of such payments for the 
debts so due to the United States, or for so 
much thereof as may remain due and unpaid.” 

231 USC Sec. 191: ‘‘Whenever any person 
indebted to the United States is insolvent, or 
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whenever the estate of any deceased debtor, 
in the hands of the executors or administrators, 
is insufficient to pay all the debts due from the 
deceased, the debts due to the United States 
shall be first satisfied; and the priority estab- 
lished shall extend as well to cases in which a 
debtor, not having sufficient property to pay all 
his debts, makes a voluntary assignment there- 
of, or in which the estate and effects of an 
absconding, concealed, or absent debtor are 
attached by process of law, as to cases in which 
an act of bankruptcy is committed.” 


477 








No matter what definition of insolvency 
is used, the director will not be held 
liable under Section 3467 if, 

at the time of distribution, there are 
sufficient corporate assets 

to satisfy existing liabilities, 

assessed or unassessed. 


Code merely prescribes summary methods 


for enforcement of such liability and the 
time limitations thereon.’ 


Prerequisites to Liability 


Insolvency.—By its terms Section 3467 
does not require, as a condition precedent 
to liability, the insolvency of the person or 
estate for whom or for which the fiduciary 
acts, The courts, however, apparently led 
by the historical background of the sec- 
tions, reached the conclusion that Section 
3467 is to be contrued as im pari materia 
with the priority provisions of Section 
3466 which do refer to insolvency of the 
debtor or to insufficiency of the estate to 
pay the claim of the United States.‘ 

As a result, liability does not arise, under 
Section 3467, if the estate is solvent® or if, 
for any reason, the debt paid had priority 
over the claim of the United States.° 


For purposes of these sections, the deter- 
mination of solvency or insolvency is made 
in retrospect, taking into account any 
after-assessed but existing tax liability at 
full value. In cases in which priority under 
Section 3466 was in issue but which were 
not concerned with Section 3467, the in- 
solvency requirement for priority under 
Section 3466 was interpreted to apply only 


to situations “in which a debtor, not hav- 
ing sufficient property to pay all his debts, 
makes a voluntary assignment thereof, or 

in which the estate and effects of an 
absconding, concealed, or absent debtor 
are attached by law, Co Sg 
which an act of bankruptcy is committed.” * 
In the cases involving fiduciary liability 
under Section 3467, there has been no dis- 
cussion indicating concern by the courts 
with any formal manifestation of insol- 


vency, It must be assumed, therefore, that 


involvency need not be so manifested to 
invoke Section 3467. 


Taxes as “debts.”—It is beyond question 
today that the word “debts” as used in 
Section 3466 includes taxes due the United 
States;* therefore, the fiduciary may sub- 
ject himself to liability by paying other 
debts before paying the taxes due the United 


States.’ 


Notice of claim of United States.—Sec- 
tion 3467 does not, by its terms, require 
that the fiduciary have notice of the claim 
of the United States as a prerequisite to 
liability. The courts, however, have so 
interpreted the statutory mandate,” and 
have allowed the fiduciary to raise lack 
of notice as a defense.” As late as 1943, 
however, the Commission asserted that 
notice was not a defense.” 


It is not material from what source the 
notice is received,” but the notice must be 
actual, not constructive.” 


The courts have used various “tests” in 
the determination of whether the fiduciary 
had notice, such as, did the fiduciary pro- 
ceed with “reasonable diligence,” ” or whether 
the fiduciary had “so much knowledge of 
fact as will put a prudent person on in- 





81954 Code Sec. 6901. 

‘Bramwell v. United States Fidelity & Guar- 
anty Company, 269 U. S. 483 (1926); U. 8. wv. 
Butterworth-Judson Corporation, 1 ustc { 159, 
269 U. S. 504 (1926); Hatch v. Morosco Holding 
Company, Inc., 1932 CCH { 9136, 56 F. (2d) 640 
(DC N. Y., 1932), aff'd, 3 usrc § 1004, 61 F. (2d) 
944 (CCA-2, 1932), cert. den., 288 U. S. 613; 
U. 8. vw. Western Union Telegraph Company, 
2 ustc § 754, 50 F. (2d) 102 (CCA-2, 1931); 
U. 8. v. Kaplan, 74 F. (2d) 664 (CCA-2, 1935). 

5U, 8. v. Giger, 26 F. Supp. 624 (DC Ark., 
1939); see Nunan v. Green, 45-1 ustc { 9220, 148 
F. (2d) 157 (CCA-9). 

® Union Guardian Trust Company, CCH Dec. 
11,127, 41 BTA 1306 (1940), acq. 1940-2 CB 7; 
Jessie Smith, CCH Dec. 7275, 24 BTA 807 (1931), 
acq. XI-1 CB 6. It should be noted that Sec. 
3466 creates no lien. See U. 8. v. Oklahoma, 
261 U. S. 253 (1923); U. 8. v. Fisher, 2 Cranch 
358, 2 L. Ed. 304 (1805). 

7U. 8S. v. Emory, 314 U. S. 423 (1941); U. 8. wv. 
Oklahoma, cited at footnote 6; U. S. v. Gotwais, 
156 F. (2d) 692 (CCA-10, 1946); Maryland Casu- 


478 


July, 1956 ®@ 


alty Company v, U, 8., 44-1 ustc { 9133, 53 F. 
Supp. 436 (Ct. Cls.). 

§ Price v, U. 8., 1 ustc $158, 269 U. S. 492 
(1926). 

*U. 8. v. Weisburn, 43-1 ustc § 9247, 48 F. 
Supp. 393 (DC Pa.); I shall not list the numer- 
ous cases evidencing this. 

” Irving Trust Company, CCH Dec. 9684, 36 
BTA 146 (1937), acq. 1937-2 CB 15; U. 8. wv. 
Barnes, 31 F. 705 (1888); Livingston v. Becker, 
1 usre { 432, 40 F. (2d) 673 (1929); Giovaninni 
Terranova, CCH Dec. 13,431(M), 2 TCM 616 
(1943); see Field v. U. 8., 9 Pet. 182 (1835); 
U. 8. v. Clark, 25 Fed. Cas, 447; U. 8. v. Fisher, 
cited at footnote 6; Minnie Viles, CCH Dec. 
21,037(M), 14 TCM 525 (1955). 

uL. T, McCourt, CCH Dec. 17,951, 15 TC 734 
(1950); ef. Livingston v. Becker, cited at foot- 
note 10, where notice is characterized as a 
condition precedent to liability. 

1% Giovaninni Terranova, cited at footnote 10. 

“Irving Trust Company, cited at footnote 10. 

% Livingston v. Becker, cited at footnote 10. 

% Irving Trust Company, cited at footnote 10. 
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Section 3467 draftsmen didn't intend to 
make corporate directors investigators 
for the Internal Revenue Service. 


quiry.”" With “tests” such as these of 
limited usefulness, it might be helpful to 
consider the language of the Board of Tax 
Appeals in G. P. Fitzgerald,“ which, al- 
though not directed on the problem of 


notice, may shed some light on the prob- 


able treatment of the varying factual situa- 
tions that arise. 


“ 


the fiduciary under section 3467 
may be liable irrespective of any benefit, 
and conceivably notwithstanding that he 
has received none. The severity of these 
provisions imposed a corresponding obli- 
gation to apply them only in the clearest 
and most unmistakable reading of their 
precise terms. 


“The apparent purpose and background 
of section 3467 is to deal with cases where 
a fiduciary voluntarily and in the exer- 
cise of a free option elects to satisfy other 
debts in preference to those due the United 
States.” 

It is apparent, therefore, that the director 
who has any inkling of potential liability 
for taxes is courting danger by distribut- 
ing corporate assets in disregard of the 
priority of the United States. Certzinly, 
the fiduciary may not rely on the delay 
of the United States in assessment where 
the matter was at all times in the process of 
adjustment. The fiduciary probably may not 
rely on government replies based on hypo- 
thetical states of facts presented to it™ or 
on advice of counsel that the claim of the 
United States is without substantial merit. 

It may even be that the fiduciary has 
some duty to investigate to determine if 
there may be some tax liability of which 
he has no knowledge. The existence of 
such a requirement, however, at least 
beyond the inquiry a reasonable man would 
normally make, is extremely doubtful.” In 


the Irving Trust case,” the contention that 
a trustee in bankruptcy had a duty to in- 





quire of the collector as to whether any 
taxes were due was rejected. 


An important factor could be that, in the 
normal situation, the directors file the cor- 
porate tax returns. This circumstance may 


lead a court to accept the contention that 
the directors should be charged with knowl- 
edge of the correct amount of tax in respect 
to such returns." The acceptance of this 
contention would destroy whatever safety 


the notice requirement may provide for the 
harassed fiduciary and would be contrary 


to the intent of Section 3467, which is to 
impose personal liability for voluntary acts 
in disregard of the priority of the United 
States. Directors ought to be charged with 
notice as a result of their filing the cor- 
porate returns, in addition to that which 
they might otherwise receive, only of those 
taxes which are, on the face of the return, 
apparently due. The draftsmen of Section 
3467 did not intend to make corporate 
directors investigators for the Internal Rev- 
enue Service. 


Payment of “debts.”—We have discussed 
two prerequisites to liability—insolvency 
and notice—which the courts have super- 
imposed on the literal terms of Section 
3467. We shall now discuss one potential 
prerequisite which, although literally pre- 
scribed by the statute, has been disregarded 
by the courts, at least until recently. 


The payment of debts to others has, since 
the enactment of Section 3467, been a 
condition precedent to liability under this 
section. In addition, Section 518 of the 
Revenue Act of .1934 limited liability to the 
extent of such payments. It does not ap- 
pear, therefore, that directors distributing 
corporate assets to shareholders in liquida- 
tion should be subject to personal liability 
under Section 3467; they pay no debts. 
The protection of the United States for un- 
paid corporate taxes is properly transferee 
liability.” Until very recently, however, 
there was no suggestion that liability would 
not be imposed under Section 3467 if the 
disposition of assets consisted of a dis- 
tribution other than a payment of debts.™ 





% Livingston v. Becker, cited at footnote 10. 

™ CCH Dec. 14,291, 4 TC 494 (1944), acq. and 
nonacq. 1945 CB 3, 8. 

%U, 8. v. Hurst, 1925 CCH { 7017, 2 F. (2d) 
73 (DC Wyo., 1924). 

% Compare Giovaninni 
footnote 10. 

* Cited at footnote 10. 

"See C. W. Posey, CCH Dec. 
TCM 383 (1951). 

2 It is beyond question that shareholders who 
receive assets pursuant to a corporate liquida- 
tion are transferees. 


Terranova, cited at 


18,283(M), 10 
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23 See U. 8. v. Cruickshank, 2 ustc { 651, 48 F. 
(2d) 352 (DC N. Y., 1931); U. 8S. v. First Hunt- 
ington National Bank, 34 F. Supp. 578 (DC 
W. Va., 1940), aff'd, 41-1 ustrc § 10,023, 117 F. 
(2d) 376 (CCA-4); U. 8. v, Fisher, 44-2 usrc 
{ 9479, 57 F. Supp. 410 (DC Mich.); U. 8. v. 
Munroe, 46-1 ustc { 9219, 65 F. Supp. 213 (DC 
Pa.); Helen Dean Wright, CCH Dec. 8136, 28 
BTA 543 (1933); Malcolm D. Champlin, CCH 
Dec. 14,994, 6 TC’ 280 (1946); L. 7. McCourt. 
cited at footnote 11; Minnie Viles, cited at 
footnote 10; Regs. 105, Sec. 81.99. 
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The existence of the notice prerequisite 
depends on the peculiar facts 
of each case, the author emphasizes. 


This problem had not been considered by 
the courts, possibly as it seemed to the 
parties that if payment of debts could 
subject a fiduciary to personal liability, dis- 
tributions extinguishing no liability pre- 
sented an a fortiori case. 


In L. T. McCourt™ the petitioner was the 
director-officer-liquidator of a corporation 
which, at the outset of the liquidation, was 
solvent. The petitioner distributed the assets 
of the corporation to himself as adminis- 
trator of the estate of the sole stockholder 
after paying approximately $800 of cor- 
porate debts. The corporation was thereby 
left without funds for the satisfaction of 
taxes due the United States in the amount 
of approximately $2,800. The petitioner was 
held personally liable under Section 3467 
for the full amount of the taxes due. This 
is the only case where a director of a 
corporation was held liable under this pro- 
vision as a result of distributing corporate 
assets in liquidation. 


In C. W. Posey™ the administratrix of 
an estate distributed to herself, as benefi- 
ciary, the residue of the estate remaining 
after paying the decedent’s debts. As a 
transferee, as she had received assets hav- 
ing a value in excess of the unpaid taxes 
of the decedent, she was held liable for the 
full amount of the taxes. As a fiduciary 
she was personally liable under Section 
3467 only to the extent of debts paid in 
disregard of the priority of the United 
States. 

The Posey case was the first suggestion 
that personal liability under Section 3467 
did not arise on distributing assets not 
in payment of debts. The force of the 
decision is weakened by the fact that as 
the Commissioner succeeded in the imposi- 
tion of transferee liability to the full extent 
of the taxes, the fiduciary liability issue 
became moot. 

In Edward G. Leuthesser™ the officer- 
directors of a corporation were also doing 
business as a partnership. An involuntary 
petition in bankruptcy was filed against the 
partnership. As partners, the officer-directors 
paid a debt owed by the partnership to the 
corporation. The amount of the debt ex- 
ceeded the corporation’s tax liability. Pur- 
suant to an order of the bankruptcy court, 
which held the payment of a preference, 





*% Cited at footnote 11. 
2 Cited at footnote 21. 
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the officer-directors repaid the money to 
the partnership and it was used to satisfy 
partnership debts. Transferee liability was 
barred by the statute of limitations. In 
refusing to impose personal liability under 
Section 3467, the court said: 

eo the question whether petitioners 
were the kind of fiduciaries covered by the 
statute, it is plain that there has not been 
compliance with its terms. Section 3467 
applies where the fiduciary ‘pays, in whole 
or in part, any debt due by the person or 
estate for whom or for which he acts before 
he satisfies and pays the debts due to the 
United States from such person or estate’. 
Both the allegations and proof are clear 
that the payment made by petitioners which 
is alleged to render section 3467 applicable 
was not a payment of any debt of ... 
[the corporation]. The payment was made 
for the benefit of the creditors of petitioners’ 
partnership, L. T. McCourt, 15 T. C. 
734, relied upon by the respondent is per- 
haps distinguishable on its facts; however, 
if it is taken to hold that a distribution by 
a fiduciary not in payment of the taxpayers’ 
debts falls within section 3467, it is not 
justified by the language of the statute and 
to that extent will not be followed.” 

It is difficult to predict if the courts will 
retreat to the more literal reading of Sec- 
tion 3467 indicated by the Posey and 
Leuthesser cases. As pointed out earlier, 
the Posey case is of doubtful strength; in 
addition, the usefulness of the Leuthesser 
case as authority in this area is lessened 
by its peculiar facts. Until clearly over- 
ruled, it would be unwise to assume that 
the McCourt case retains no vitality. 


CONCLUSION 


The writer has never seen a case impos- 
ing personal liability where the estate or 
person for which the fiduciary acted was 
not insolvent or rendered insolvent by the 
distribution. No matter what definition of 
insolvency is used, the director will not 
be held liable under Section 3467 if, at the 
time of distribution, there are sufficient 
corporate assets to satisfy existing liabili- 
ties, assessed or unassessed. 

The existence of the notice prerequisite 
depends on the peculiar facts of each case. 
Prudence is perhaps the best guide. Fear 
of bogeymen lurking in the shadows should 
not be encouraged, but every puff of smoke 


(Continued on page 512) 


* CCH Dec. 19,210, 18 TC 1112 (1953), 
1953-1 CB 5. 
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Taxation to Promote Trade 
and Investment in the Americas 


By ANTONIO ROSAS-SARABIA 


Taxes may serve as more than a source of revenue for a government; they 

also may perform an incentive function to help in the industrial 

and commercial development of a country. This report, which the author 

recently rendered as delegate of the Chicago Bar Association at the Inter-American 
Bar Association conference in Dallas, Texas, examines the use 

by some Latin American countries of tax legislation to help promote certain 
developments. Particularly noted is the success of the tax laws enacted 

as incentives for foreign investment in Peru and Puerto Rico. 


AST CONFERENCES of the Inter- 

American Bar Association have sought 
to make recommendations leading to greater 
simplification and more equitable applica- 
tion of the respective tax systems of the 
nations of this hemisphere. The purpose of 
this has been to seek to increase trade, 
business, investment and industrial develop- 
ment among the people of the Americas. 


The Montevideo Conference Resolution 
suggested that a solution be attempted through 
internal legislative action. 

Throughout the world, taxes are a heavy 
burden on all business activities. Because 
of this, it is agreed that tax incentives play 
an increasingly important function in foster- 
ing new busines and new investment. 


One of the important purposes in any tax 
system is that it be designed to stimulate 
the economy of the country where it is in 
force. The tax system of any nation must 
produce sufficient revenue. It should be 
simple and economical to administer. Its 





impact or distribution among 
should be fair.’ 

The application of taxes thus not only may 
serve as a source of revenue for the govern- 
ment, but also may perform an incentive 
function to help in the industrial and com- 
mercial development of the country. 


taxpayers 


Let us examine the use of tax laws that 
some Latin American countries have made 
to help promote certain developments. 


RELATIONSHIPS IN THE AMERICAS 


The goal of the Fiscal Law Committee 
of the Inter-American Bar Association is 
the execution of equitable fiscal policies and 
the alleviation of the tax burden in inter- 
national trade and investment among the 
people of the Americas. If each govern- 
ment takes appropriate legislative action, we 
can reach our goal perhaps a little sooner. 

One step toward this goal is the use of 
tax laws for investment and industrial de- 
velopment incentives. 





1 For excellent recent statements on this gen- 
eral topic see: Federal Tax Policy for Economic 
Growth and Stability (Joint Committee on the 
Economic Report) (United States Government 
Printing Office, November, 1955); also, Roswell 
Magill, The Impact of Federai Tazes (New 
York, Columbia University Press, 1943), p. 11; 
Estudio Comparado de los Impuestos a la Renta 
en el Peru y en los Otros Paises de America 


Trade in the Americas 


(Lima, 1952); Lic. Ernesto Flores Zavala, Fi- 
nanzas Publicas Mexicanas (Editorial Stylo, 
Mexico, 1951), p. 262; see also, William Ray- 
mond Green, The Theory and Practice of 
Modern Taxation (Chicago, Commerce Clearing 
House, Inc., 1933); and Edwin R. A. Seligman, 
The Income Tax (New York, The MacMillan 
Company, 1911). 
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Let us look first at some of the questions 
which arise with respect to the countries 
which seek to attract capital and investors.’ 


Attracting Capital 


An investor willing to invest in an enter- 
prise in a foreign country and a country 
seeking to attract foreign capital would 
seem the ideal combination. The investor, 
willing to take some risk, wants security 
and a minimum of interference from the 
local government. The local government 
wants the foreign investor to make his con- 
tribution and also to help further the national 
social and economic goals. There might 
appear to be a difference in goals. The 
investor cannot have complete freedom plus 
unbounded security. He does not have it 
at home. Governments are committed to 
certain basic social and economic philoso- 
phies. Certain problems of control face 
every administration.* Restrictions in cur- 
rency exchange and import controls may 
have legitimate purposes for maintaining 
internal stability during certain periods. 

Many of these apparent differences can 
be resolved to the satisfaction of investor 
and local government. Exchange controls 
should not. be used to the extent that they 
interfere with efficient operation of the 
market by obstructing necessary exports or 
imports. Social legislation requiring the em- 
ployment of nationals and setting certain social 
goals need not result in the hiring of unquali- 
fied or the retention of unneeded personnel. 


The investor today fully realizes the im- 
portance of gaining the good will of the 
local government and its people. There is 


2? There are two primary types of investments: 
(1) bonds, mortgages and similar types of in- 
vestments which might be called safety invest- 
ments; and (2) commercial and _ industrial 
investments which might be called risk in- 


vestments. Because of space limitations we 
will examine only the problems applying to 
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a great need for a positive outlook. Much 
has been written about the impediments to 
foreign investment and little about encour- 
agement and what each individual country 
can do. If a country seeks foreign invest- 
ment it must encourage investors by positive 
measures and the elimination of impedi- 
ments or apparent impediments, 


Action by Government Seeking 
to Attract Foreign Capital 


In addition to legislation aimed at en- 
couraging foreign investment, the investor 
also needs information on the basic eco- 
nomic conditions of the country where he is 
going to invest. The government seeking 
to attract foreign investments can first take 
stock of what there is in its own country by 
way of natural resources and in the human 
resources of its people as a potential. market 
and as producers. 

On the basis of such an examination, the 
local government can arrive at some definite 
proposals that it can offer to potential 
foreign investors. The local government 
should know in what specific areas it wishes 
to expand or develop, and what it wishes to 
promote. Surveys yielding information in 
those areas should be made available to 
potential investors—for example, what raw 
materials are available; the amount and 
kind of power available; methods of com- 
munications; means of transportation; 
climate; type of population. These require- 
ments may be recorded under specific in- 
formation which can be pin-pointed by the 
local government in order to form a more 
attractive picture for foreign investors. 





risk investments. Obviously, many of the prob- 
lems are the same for both types. 

* When a radical ‘“‘Communist’’ government, 
such as the deposed Government of Guatemala 
of 1954, expropriates properties and refuses to 
live up to agreements, the investment climate 
throughout the Americas suffers. 
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As part of this unilateral action the local 
government could have available specific 
information concerning its company law, 
its labor law and, most important today, 
its tax law. 


TAX INCENTIVES 


From the time of Adam Smith,‘ it has 
been the premise that investments in foreign 
countries constitute a greater risk than do 
domestic investments. Because of that risk 
the foreign investor expects to have very 
high returns—higher than could be ex- 
pected at home. This creates an obvious 
problem for countries seeking to attract 
capital. Not only must the “risk” be over- 
come, but the returns possible to the in- 
vestor must be made attractive in terms 
of dollars and cents. 


As is well known, many countries today 
seeking to attract foregin capital have en- 
acted foreign investment incentive laws— 
for example, Turkey,’ Argentina,* Mexico,’ 
Costa Rica* (a new tax incentive law is be- 
ing considered) and Puerto Rico.’ 


Puerto Rico’s law has been an outstand- 
ing success. From the point of view of the 
United States investor, Puerto Rico has 
had the advantage of being considered a 
dollar area. However, a dollar currency 
need not be a drawback to Latin American 
countries. Peru has achieved excellent re- 
sults with its Petroleum Law.” Cuba, 
Mexico, Panama and Venezuela, to mention 
only a few, for practical purposes have hard 
currencies; they have free convertibility and 
there are no exchange control restrictions. 

An examination of the Puerto Rican law 
might be useful. In this manner one might 
determine why Puerto Rico has had such 
wonderful results from its law, whereas 
other “tax incentive” laws have not pro- 
duced the same astounding results, 


Puerto Rico Industrial Tax Exemption 


aspects, the Puerto Rican 
exemption from income 


In its broad 
law™ offers an 





taxes for a ten-year period, as well as ex- 
emption from property taxes. In addition, 
it offers a similar exemption from excise 
taxes and other minor taxes on all products 
which are manufactured or assembled under 
this tax incentive and are sold outside of 
Puerto Rico. 


The administrative features of this law 
are also of interest. There is very little 
delay and very little red tape concerned 
with the processing of any investor’s ap- 
plication. Furthermore, the Puerto Rico 
Economic Development Administration has 
very efficiently sought in every case to give 
assistance tailored to the needs of the 
new investor. 


The Economic Development Administra- 
tion will help defray personnel training 
costs in order that the local people may be 
trained and made useful to the new in- 
dustry. They will make available land and 
buildings, and, if necessary, enter into 
leasing agreements. In many cases this 
helps to postpone an additional immediate 
investment in land and buildings. The 
first year of rent may be free if the investor 
is willing to locate in certain areas. De- 
pending upon the type of article being 
manufactured, different sites within the 
island have been made available. The Com- 
monwealth of Puerto Rico enacted a simple 
law, administered efficiently and quickly, 
with absence of red tape, and presented an 
attractive package for the potential investor. 


Puerto Rico, through its Economic De- 
velopment Administration, has engaged in 
a well-organized and well-directed publicity 
campaign.” Offices have been located in 
principal cities of the United States, manned 
with capable and efficient personnel trained 
to contact potential investors and point out 
to them the advantages that the Common- 
wealth of Puerto Rico and its tax incentives 
offer. In short, Puerto Rico has made the 
most of its natural resources and its assets. 


At first glance, it would appear that the 
island of Puerto Rico would have very little 
to offer to potential investors. Yet, the 





* Wealth of Nations (1776); see also, footnote 
1, above, especially Ch. XIV of Federal Tax 
Policy for Economic Growth and Stability. 

5 Foreign Investment Encouragement Law; 
Law No. 6224, enacted January 18, 1954. 

® Law No. 14.222, August 26, 1953, and Execu- 
tive Decree No. 19.111, October 14, 1953. 

7™Law of December 31, 1954, which granted 
tax concessions to new industries. 


‘Law No. 837 of December 20, 1946, as 
amended by Law No. 1789 of September 18, 
1954. 


* Industrial Incentive Act of 1954, Puerto Rico. 
” Petroleum Law, No. 11780, March 12, 1952. 
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“™ The first law, The Industrial Tax Exemption 
Act, was Act 346, approved May 2, 1947, amended 
by Act 22, approved December 5, 1947. The new 
law, The Industrial Incentive Act of 1954, is 
now in effect. 

2% See, for example, Taxes in Puerto Rico 
(1955-1956 Ed., Department of the Treasury, 
Puerto Rico); Stuart Chase, Operation Boot- 
strap in Puerto Rico, Report of Progress (Na- 
tional Planning Association, 1951); Man and 
Woman Power for Industrial Production (Eco- 
nomic Development Commission, Puerto Rico); 
Puerto Rico—U. 8. A., Facts for Businessmen 
(Puerto Rico Industrial Development Company). 
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Government of Puerto Rico made a con- 
scientious examination of the problem. It 
found that the country has a good location, 
desirable climate and a bountiful supply of 
labor, with low labor rates compared to the 
United States. It proceeded to make the 
most of the assets. The Commonwealth of 
Puerto Rico now is enjoying an economic 
prosperity undreamed of ten years ago. The 
government is improving the lot of its 
people, upgrading their standard of living 
and making it possible for investors, pri- 
marily from the United States, to make 
good profits on their investments. 

The Government of Puerto Rico has 
succeeded in overcoming any feeling of 
hesitancy that American investors might 
have had with respect to their island. Also, 
the existence of Sections 931, 861, 862 and 
863 of the 1954 Internal Revenue Code of 
the United States“ has made it easier and 
more attractive for United States investors 
to organize ad hoc corporations to function 
and become established in Puerto Rico. 


Petroleum Law of Peru 


In 1949, Peru was faced with increasing 
devaluation of its currency. Its gold and 
foreign currency reserves were rapidly dis- 
appearing. The economic outlook was poor. 
Although the petroleum industry in Peru 
is one of the oldest in Latin America, in 
many respects it was no better off than 
50 years before, at the time of its inception. 
There was no exploration, and production 
was poor. Yet, the petroleum resources 
of the nation should have constituted an 
excellent source of employment, production 
and revenue. Having in mind the develop- 
ment of this natural resource, the Govern- 
ment of Peru enacted the law referred to, 
which was calculated to act as an invest- 
ment incentive for that industry. The pur- 
pose of the law was to attract foreign 
private capital and to interest private Peruvian 
investors in oil operations. It was calcu- 
lated to utilize, in the most efficient manner, 
the existing distribution facilities. Also, its 
goal was to obtain for the government the 
greatest possible share of the profits from 
this industry.™ 

One of the outstanding features of this 
law is the 50-50 split of the profits between 
the companies carrying on exploration or 


18 Sec, 931 exempts United States domestic cor- 
porations from payment of United States taxes 
on income earned under certain conditions with- 
in possessions of the United States. Sec. 861 
defines what constitutes income from sources 
within the United States. Sec. 862 defines what 
constitues income from sources without the 
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“wildcat” drilling and the government. 
Oil companies are not required to pay a 
royalty. Instead, they pay the government 
50 per cent of the net profit of their opera- 
tions. If the company shows losses, a 
20 per cent advance of the 50-50 proration 
is carried forward as a credit against pay- 
ments for future profits. Also, a depletion 
allowance of 15 per cent of the gross value 
of oil production, which increases to 25 per 
cent and 27.5 per cent depending upon the 
zones for drilling and where the production 
takes place, provides the oil producers with 
an additional tax advantage. 

A foreign corporation may participate 
directly in this program. The only require- 
ment is that it become registered to do 
business within Peru. 


The tremendous upsurge in oil produc- 
tion that has resulted is common knowledge 
today. The concomitant increase in eco- 
nomic stability and prosperity is also com- 
mon knowledge. 

This is another example of the application 
of the principles outlined before: the selec- 
tion of a natural resource to be utilized and 
promoted; specific steps of enabling legisla- 
tion to make it attractive for foreign invest- 
ment capital; simplicity of administration. 
The result is that both investment capital 
and local government reap profits from 
their joint activities. 


Possible Action by Other Countries 


The successful experience of Peru and 
Puerto Rico points the way for other Latin 
American countries. 


The people of Puerto Rico are as Latin 
American as any of this continent. The 
ethnic problems that they have are in many 
ways typical. The difficulties created by 
Spanish colonialism are as acute there as 
in any other Latin American country. The 
problems of economic underdevelopment 
and overpopulation were more serious. 


The people of Puerto Rico were able to 
realistically evaluate their assets, determine 
their goals and enact and implement a tax 
incentive law which has produced for 
them the results noted. The people of Peru, 
faced with a similar problem, were also able 
to focus on one of their natural resources, 
carry out a well-defined program and obtain 


United States. Sec. 863 deals with income from 
sources within and partly without the United 
States. 

“For greater details see, for example, ‘‘Min- 
ing and Petroleum Number,"’ Peruvian Times, 
Lima, Peru, June, 1953. 
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beneficial results. Any other country in 
this hemisphere can do the same thing. 
They even have models now: Peru for a speci- 
fic industry; Puerto Rico for a general law. 


Tax Rate Level 


A point that is often forgotten is the level 
of the income tax rates assessed by local 
governments. In view of the method of appli- 
cation of foreign income tax credits by the 
United States, there has been a definite trend 
on the part of other countries within the 
Americas to raise the level of their own in- 
come tax rates to a point equal or slightly 
lower than the highest rates of the country 
exporting capital. This may constitute a 
tremendous mistake. The foreign investor 
must be reassured, and reassured again, 
that the local government is not going to 
tax his profits excessively. 


One of the reasons for the success of the 
tax incentive laws of Peru and Puerto Rico 
is undoubtedly their relatively low tax rates. 
The rapid economic development of Vene- 
zuela is in large part due to low income tax 
rates. Venezuela’s rate has a maximum 
of 26 per cent on amounts of $8 million 
and over. This becomes a true incentive for 
a person seeking investment in other coun- 
tries. It is a truism that the tax rate may 
be so high that it renders less income to the 
government collecting it, rather than more, 
since high rates discourage additional in- 
vestment and development. 


ACTION BY CAPITAL-EXPORTING 
COUNTRIES 


At the time that the United States was 
being developed industrially, especially in 
the first half of the 1800’s, Europe was in 
the situation of having to seek new op- 
portunities for capital investment. This was 
particularly true of Great Britian and Hol- 
land. Also, because of the political conditions 
existing in Europe at that time, there was 
large-scale emigration of skilled manpower 
into the United States. 


The United States is today experiencing 
the prosperity of an expanding economy. 
There are many investment opportunities 
for dollar investors within the United States 


%* One source indicates that from 1950 to 1954 
American manufacturing companies returned to 
investors a yearly average of 10.5 per cent after 
taxes (John S. Scott, private report to the pub- 
lisher of Time Magazine). ‘‘The 1955 average 
for $100 million corporations was 15 per cent, 
and for all manufacturers 12 per cent.’’ (James 
M. Haswell, “‘Dems Get Ammo for Political 
Guns in Report on GM,"’ Chicago Daily News 


Trade in the Americas 


itself. Consequently, the pressure for United 
States capital to seek opportunities else- 
where is not as great as it would otherwise be. 


Another factor which reduces the pres- 
sure of United States capital towards in- 
vestment in Latin America is that Canada 
falls within the classification of a dollar 
investment area. This is so not only be- 
cause of its hard currency, equivalent to the 
United States dollar, but also because of the 
ties of a common law background, language 
and customs, and the similarity in approach 
to economic and political problems. Tradi- 
tionally, the American businessman has 
thought of Canada as part of the “domestic” 
market. This is in contrast to the classifi- 
cation of Latin American markets as 
“foreign” or “overseas” markets. In addi- 
tion, in the years since World War II, the 
average return to investors in the United 
States from domestic investments has been 
extremely high.” 


The countries in this hemisphere may be 
classified as (1) those seeking to attract 
foreign investment capital in order to carry 
out a program of development and (2) the 
capital-exporting countries which seek op- 
portunities for their industries and their 
investors. 


Generally, today, especially in the West- 
ern Hemisphere, the only capital-exporting 
country is the United States of America. 
Thus, the burden on those countries seek- 
ing to attract North American capital is 
much greater than the burden that the 
United States itself had at the time that it 
was seeking to develop a prosperous, in- 
dustrial economy. 


However, because of its own accepted 
policy and because of the existing world 
political situation, it has been the avowed 
purpose of the United States to seek to help 
to develop countries which are in the proc- 
ess of increasing their standard of life and 
their economic and industrial development. 
After World War II, the first statement of 
this was in President Harry S. Truman’s 
Point Four Program enunciated in his in- 
augural address on January 20, 1949. The 
present Administration, under President 
Dwight D. Eisenhower, has repeated and 
expanded the same precept.” 


(financial news), April 25, 1956). John C. Clen- 
denin, ‘‘Effect of Corporate Income Taxes on 
Corporate Earnings,’’ 34 TAxeEs 391 (June, 1956) 
(see Table I, at p. 392). 

% See, for example, President Dwight D. 
Eisenhower’s message to Congress on United 
States foreign economic policy of January 11, 
1955; President Eisenhower's State of the Union 

(Continued on following page) 
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Much has been written recently concern- 
ing the problem that faces the United States 
Treasury Department in seeking to imple- 
ment the stated policy of the Executive.” 
These statements all revolve around the 
same point: that tax incentives must be 
made available in order to make it practical 
for American investors to go abroad.” 


As stated before, because of the appli- 
cation of Sections 931, 861, 862 and 863 of 
the United States Internal Revenue Code 
it has been relatively easy for American 
investors to become interested in the tax 
incentives provided by the fiscal laws of 
Puerto Rico. Sections 861, 862 and 863, 
as well as 901 through 905,” which deal 
with the credit for foreign income taxes 
paid, offer some alleviation for American 
investors going to other Latin American 
countries. The United States Congress 
presently is considering doing something 
else by way of assistance to American in- 
vestors going abroad.” 


This shows a trend in the right direction 
although there is a long way to go yet. 
However, it serve’ to indicate the 
possibilities that exist for unilateral action 
on the part of each country which seeks 
to implement its policy of allowing free 
movement to investment capital. 


does 


CONCLUSION 


The application of sound economic prin- 
ciples, the careful examination of the natu- 
ral resources and human potential available 
and the application of fiscal principles at- 
tuned to these facts make it evident that 
each government unilaterally can do a great 
deal to make its own country attractive 
for the sort of development that it desires. 
A fiscal policy executed by specific legis- 
lation such as that executed by the Re- 
public of Peru or by the Commonwealth 


of Puerto Rico, in conjunction with com- 
mon-sense implementation of it, will be of 
a great step forward in this development. 


RESOLUTION 


“WHEREAS, past conferences of this 
Association have passed resolutions urging 
legislative action calling for multilateral 
action or at least bilateral action on the 
part of the legislatures and administrations 
of the governments of the countries of this 
Hemisphere; 

“WHEREAS, the Montevideo Confer- 
ence Resolution recommended that, without 
prejudice, to endeavor to solve the problems 
involved in international law by means of 
agreements or treaties, a solution should 
also be attempted through internal legis- 
lation by including therein certain princi- 
ples of international tax law which can be 
adopted uniformly by the various countries 
of America; 


“WHEREAS, the Republic of Peru and 
the Commonwealth of Puerto Rico have 
enacted tax laws as incentives for foreign 
investment, with notable success. 

“NOW THEREFORE, be it 


“RESOLVED, to recommend that im- 
mediate action be taken by the proper au- 
thorities of the governments of the various 
nations of the Western Hemisphere leading 
to the enactment or improvement within 
their own countries of a tax incentive law 
which will serve as the basis for attracting 
foreign investors; 


“That in conjunction with that fiscal 
policy the necessary steps be also taken 
to establish an administration to determine 
what natural and other resources are best 
available in each country, to carry out that 
country’s desired goals for its development.” 


[The End] 





(Footnote 16 continued) 

Message to Congress on January 5, 1956: staff 
papers presented to the Commission on Foreign 
Economic Policy, February, 1954 (majority re- 
port), Ch. III, ‘Foreign Investment’ and par- 
ticularly, Sec. 4, ‘‘United States Taxation and 
Investment Abroad,’’ p. 98. See, also, Presi- 
dent Eisenhower's foreign aid message to Con- 
gress, March 19, 1956, where he specifically 
mentions Latin America. 

17 See, for example, Russell Baker, ‘‘Federal 
Taxation from Foreign Sources,’’ The Tax Ex- 
ecutive, January, 1956; Barlow and Wender, 
Foreign Investment and Taxation (New Jersey, 
Prentice-Hall, 1955); Richard C. Munsche, ‘‘The 
Need for an International Business Corporation 
Concept,’’ 33 TAXES 487 (July, 1955); Russell 
Baker, ‘‘International Trade and Investment— 
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An Imperfect Alliance of Taxation and Policy," 
31 TAXEs 120 (February, 1953). 

% Federal Tax Policy for Economic Growth 
and Stability, especially Ch. XIV, cited at foot- 
note 1. 

1%” Secs. 901 through 905 deal with the manner 
of obtaining credit for foreign income taxes or 
taxes in lieu of income taxes paid in foreign 
countries or possessions of the United States. 

*” It must be noted, however, that the current 
H. R. 7725 falls far short of meeting the defects 
in the United States tax law, in terms of the 
practical needs of American business in assum- 
ing the risks of foreign trade and investment. 
However, it is to be hoped that it will be the 
door to a more realistic implementation for 
those needs; see, also, footnote 18. 
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New Zealand Taxes on Income 


By DAVID McCARROLL 


The author is comptroller of the California Texas Oil Company, Ltd. 


This digest on New Zealand was issued 


through the Foreign Tax Group of the Controllers Institute. 
Henry L. Maggiolo is chairman of the Group. 


NCOME taxable in New Zealand is sub- 

ject to the following taxes: (1) income 
tax at graduated rates in the case of indi- 
viduals, and at fixed rates in the case of com- 
panies and public authorities; and (2) social 
security contribution at a fixed rate of 1s 6d 
(7% per cent) on each £1 of salaries, wages 
or other income. 


Classifications of Income 


(1) Assessable income—income of any 
kind which is not specifically exempt from 
taxation by law. 

(2) Nonassessable income income not 
subject to income tax. While nonassess- 
able income is not subject to income tax, 
it is included as part of the total income 
which is used in determining the rate of 
tax to be applied to taxable income. 





(3) Exempt income—income specifically 
exempt, by law, from taxation. 

(4) Taxable income—the residue of assess- 
able income after deducting the amount of 
all special exemptions to which the tax- 
payer is entitled. 


Nature of Income Classifications 


(1) Assessable income includes, without 
limitation, 

(a) profits or gains derived from any 
business; 

(b) salaries, wages or allowances (whether 
in cash or otherwise) including all sums 
received by way of bonus, gratuity or emol- 
ument of any kind in respect to the employ- 
ment of the taxpayer; provided that where 
a bonus, gratuity or retiring allowance is 
received in a lump sum upon retirement 


New Zealand Taxes 


from his employment, only five per cent of 
that lump sum shall be deemed to be in- 
come to the taxpayer; 

(c) profits or gains derived from the sale 
or other disposition of any real or personal 
property, if the business of the taxpayer 
consists of dealing in such property; 

(d) royalties or. similar payments de- 
pendent upon production from or the use 
of any real or personal property; 


(e) interest, annuities, pensions and divi- 


dends received from companies exempt 
from income tax; 
(f) rents, premiums or other revenues 


derived by the owners of land; 


(g) income derived from any other source. 


(2) Nonassessable income consists of: 

(a) income from tax-exempt securities 
issued by the New Zealand.Government; 

(b) income from tax-free debentures is- 
sued by companies; 

(c) dividends or other 
from shares in companies; 

(d) income derived by a resident of New 
Zealand from some other country or terri- 
tory within the British Commonwealth and 
which is chargeable with income tax in that 
country. 


profits derived 


(3) Exempt income 
others, the following: 

(a) pensions or allowances granted in 
respect of any war or for any disability 
attributable to service in any naval, mili- 
tary, air or police force; 

(b) dividends and other profits derived 
from shares in companies, other than com- 
panies which are exempt from income tax; 

(c) alimony or maintenance payments re- 
ceived by a woman from her husband or 
former husband; 


comprises, among 
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(d) income derived by a nonresident of 
New Zealand from stock or debentures 
issued by the Government of New Zealand, 
or by any local or public authority, and the 
interest on which is payable outside New 
Zealand; 

(e) income derived by any person from 
sick pay or allowances, in respect of any 
period of incapacity for work, and paid to 
him under the National Provident Fund 
Act or from any sick, accident or death 
benefit fund to which he was a contributor; 

(f) income derived by the trustees of a 
superannuation fund. 


Income Deemed to Be Derived 
from New Zealand 


(1) Income derived from any business 
carried on in New Zealand; 

(2) all salaries, wages, allowances and 
emoluments of any kind earned in New 
Zealand in the service of any employer or 
principal, whether resident in New Zealand 
or elsewhere; 

(3) income derived by any person as the 
owner of land in New Zealand; 

(4) income derived by any person from 
any mortgage of land in New Zealand; 


(5) income derived from shares in a New 


Zealand company or from debentures issued 
by a New Zealand company or by a local 
or public authority; 


(6) income derived from debentures or 
other securities issued by the Government 
of New Zealand, or from any contract made 
with that government; 

(7) any pension or annuity payable by 
the Government of New Zealand, or out of 
any superannuation fund established in New 
Zealand; 


(8) income derived from the sale or other 
disposition of any property, corporeal or 
incorporeal, situated in New Zealand; 

(9) income derived from money lent in 
New Zealand; 

(10) income derived by a _ beneficiary 
under any trust so far as the income of 
the trust fund is derived from New Zealand; 

(11) income derived from contracts made 
or wholly or partly performed in New 
Zealand; 


(12) income derived from the transporta- 
tion by sea or by air of merchandise, mails 
or passengers shipped or embarked in New 
Zealand; 

(13) income derived directly or indirectly 
from any other source in New Zealand. 
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Examples of Deductions Allowed 
in Determining Assessable Income 


(1) Any expenditure or loss exclusively 
incurred in the production of the assessable 
income unless otherwise disallowed by the 
income tax act; 

(2) bad debts actually written off by the 
taxpayer, subject to any recoveries being 
taxable; 

(3) rent of premises used in the produc- 
tion of assessable income; 

(4) interest on capital employed in the 
production of assessable income; 


(5) repairs or alterations to premises, 
plant and machinery which do not increase 
their value; 

(6) depreciation on assets used in the 
production of assessable income, computed 
primarily on the diminishing value basis 
except in the case of buildings which are 
on cost price; 


(7) special depreciation on premises, plant 
or machinery, exclusive of office furniture, fix- 
tures and appliances, acquired or installed on or 
after April 1, 1945, and not later than March 
31, 1956. Deduction for special depreciation 
cannot exceed 30 per cent of the asset’s cost 
and is allowed in the following manner : 

(a) assets costing up to £300—30 per 
cent in year first used; 

(b) assets costing £301-£600—15 per 
cent in each of first two years; 

(c) assets costing £601-£1000—10 per 
cent in each of first three years; 

(d) assets costing over £1000—10 per 
cent in first year and diminishing by 2 per 
cent in each of following four years; 

(8) cost of patent rights apportioned over 
the term of the patent rights; 

(9) reasonable amounts for scientific re- 
search relating to the trade or business of 
the taxpayer; 

(10) contributions by employer to funds 


providing personal benefits, pensions, or re- 
tirement allowances to employees. 


Unallowable Deductions 
in Determining Assessable Income 


(1) Investment, expenditure, loss or with- 
drawal of capital; 

(2) money used or intended to be used 
as capital; 

(3) money used in the improvement of 
premises occupied; 

(4) bad debts, except those which are 
proved to have been actually written off 
by the taxpayer; 
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(5) any expenditure or loss recoverable 
under insurance or right of indemnity; 

(6) payments of any kind made by a 
husband to his wife or vice versa; 


(7) income tax on social security con- 
tribution; 


(8) interest, unless it is payable on capital 
employed in the production of assessable 
income; 

(9) rent of any living quarters or domes- 
tic offices, unless premises are used in the 
production of assessable income, in which 
case reasonable amount will be allowed as 
a deduction; 


(10) repairs in excess of the amount usually 
expended in any year; 

(11) contributions and donations to chari- 
table organizations; 

(12) depletion or amortization for ex- 
haustion of wasting assets. 


Carry-Forward of Losses 


Losses incurred in any income year may 
be carried forward for six years and applied 
against the first profits arising during that 
period. In case of losses by a company, 
relief against profits during the succeeding 
six years shall only be allowed if it is 
shown that the shareholders of the com- 
pany on the last day of the income year in 
which the losses were incurred are sub- 
stantially the same as the shareholders on 
the last day of the income year in which 
the losses are applied. “Substantially the 
same” means that on both dates 

(1) not less than two thirds of the paid- 
up capital of the company was held by or 
on behalf of the same persons; and 

(2) not less than two thirds of the nominal 
value of the allotted shares was held by or 
on behalf of the same persons. 


TAXATION OF INDIVIDUALS 
Residents 


An individual is deemed to be a resident 
if his home is in New Zealand. However, 
continuous residence in New Zealand by 


an individual for a period of 12 months is 
prima-facie evidence that he is “resident in 
New Zealand” within the meaning of the 
income tax act, even though his home is 
not in New Zealand. In the latter case the 
individual is not assessable on income de- 
rived by him while he is absent from New 
Zealand unless it is assessable income from 
sources in New Zealand. 


All income derived by any person who is 
resident in New Zealand at the time he 
derives that income is assessable for income 
tax, whether the income is derived from 
New Zealand or elsewhere. 


Resident individuals are entitled to the 
following special exemptions: 


(1) A personal exemption of £375 or 
£420 in the case of an individual who has 
attained the age of 65. 


(2) In the case of a married individual, 
an exemption of £125 for supporting a wife 
or husband. This exemption is reduced at 
the rate of £1 for every £1 of income 
derived by the wife or husband which is 
in excess of £125. 


(3) In the case of a widow, a widower, a 
divorced person or an unmarried person, a 
deduction of £125 for a housekeeper em- 
ployed by the taxpayer to care for any child 
or children under 18 years of age or perma- 
nently incapacitated from a mental or 
physical infirmity. The deduction allowed 
cannot exceed the salary or wages paid to 
the housekeeper. 


(4) A deduction, not exceeding £75 for 
each dependent relative, for the amount 
contributed by a taxpayer in support of 
any person related to the taxpayer by blood, 
marriage or adoption, and including a former 
wife of the taxpayer. 


(5) A deduction, not exceeding £175 or 
15 per cent of assessable income, whichever 
is less, for premiums paid for insurance on 
the life of a taxpayer for his own benefit 
or for the benefit of his wife or children. 
The deduction does not apply with respect 
to endowment policies which are defined 
as those which do not provide for payment 
of a specified capital sum on the death of 
the insured. 


Income Tax Rates Applicable to Individuals 


Income 

Not exceeding £100 

Exceeds £100 but not exceeding 
Exceeds £200 but not exceeding 
Exceeds £300 but not exceeding 
Exceeds £400 but not exceeding 


New Zealand Taxes 


Rate of tax for every £1 
; Per cent 
15 
16.25 
17.5 
18.75 
20 
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Income Tax Rates Applicable to Individuals (Continued) 


Rate of tax for every £1 

Per cent 
21.25 
22.5 
23.75 
25 
26.25 


Income 

Exceeds £500 but not exceeding £600 
Exceeds £600 but not exceeding £700 
Exceeds £700 but not exceeding £800 
Exceeds £800 but not exceeding £900 
Exceeds £900 but not exceeding £1000 
Exceeds £1000 but not exceeding £1100 
Exceeds £1100 but not exceeding £1200 
Exceeds £1200 but not exceeding £1300 
Exceeds £1300 but not exceeding £1400 
Exceeds £1400 but not exceeding £1500 
Exceeds £1500 but not exceeding £1600 
Exceeds £1600 but not exceeding £1700 
Exceeds £1700 but not exceeding £1800 
Exceeds £1800 but not exceeding £1900 
Exceeds £1900 but not exceeding £2000 
Exceeds £2000 but not exceeding £2100 
Exceeds £2100 but not exceeding £2200 
Exceeds £2200 but not exceeding £2300 
Exceeds £2300 but not exceeding £2400 
“xceeds £2400 but not exceeding £2500 
“xceeds £2500 but not exceeding £2600 
“xceeds £2600 but not exceeding £2700 
“xceeds £2700 but not exceeding £2800 
<xceeds £2800 but not exceeding £2900 
=xceeds £2900 but not exceeding £3000 
=xceeds £3000 but not exceeding £3100 
-xceeds £3100 but not exceeding £3200 
<xceeds £3200 but not exceeding £3300 
xceeds £3300 but not exceeding £3400 
-xceeds £3400 but not exceeding £3500 57.5 
Exceeds £3500 but not exceeding £3600 58.75 
Exceeds £3600 0 60 

£ N. Z. 1 is equivalent to approximately $2.77 in United States currency. 


42.5 
43.75 
45 
46.25 
47.5 
48.75 
50 
51.25 
52.5 
53.75 
55 
56.25 
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Income tax is assessed on the taxable’ the effective rate of tax for the taxable 
income of an individual at basic rates. The income. 
effective rate of tax for any income is Where the total income of the taxpayer 
ascertained by computing tax on the income jncludes nonassessable income, the basic 
in accordance with the foregoing rate schedule ate of tax for every £1 of taxable income 
and dividing the tax so computed by the shall be a rate equal to the effective rate 
amount of the income. for an income equal to the sum of the 

Provided the total income of the tax- taxable income and the nonassessable income. 


payer does not include any nonassessable Examples of calculating income tax pay- 
income, the basic rate of tax for every £1 able by resident individuals (married person 
of taxable income shall be a rate equal to with two children) follow: 


(a) No nonassessable income included in total income 
Assessable income £1200 $3,324.00 
Special exemptions 
Personal £375 
Wife £125 
Two children £150 
Life insurance premium... £ 50 


Total £ 700 1,939.00 


Taxable income £ 500 $1,385.00 
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(Example (a) continued) 


Income tax 
£100 @ 3s Od in the 
£100 @ 3s 3d in the 
£100 @ 3s 6d in the 
£100 @ 3s 9d in the 
£100 @ 4s Od in the 


Total 


Effective rate of 


£15. 0.0 


16. 5.0 
17.10.0 
18.15.0 
20. 0.0 


£87.10.0 


£500 


Basic rate of tax payable per 
taxable income 
Total income tax payable 


£1 of 
17.5% 


£87.10.0 242.38 


(b) £100 of nonassessable income included in total income 


Nonassessable income 
Taxable income as per (a) 


Total 


Income tax 


£100 @ 3s Od in the 
£100 @ 3s 3d in the 
£100 @ 3s 6d in the 
£100 @ 3s 9d in the 
£100 @ 4s Od in the 
£100 @ 4s 3d in the 


£ 100 


500 


277.00 
1,385.00 


$ 


£ 


$1,662.00 


16. 5.0 
17.10.0 
18.15.0 
20. 0.0 
21. 5.0 


Total 


Effective rate of 


£600 


Basic rate of tax payable per 
taxable income 

Total income tax payable — 
x 18.125% 


While the taxable income is the same 
(£500) in examples (a) and (b), the in- 
come tax payable is greater in example (b) 
because of including nonassessable income 
in determining the basic rate applicable to 
every £1 of taxable income. 


A resident individual is also subject to 
the social security charge. This tax is with- 
held from salaries, wages and compensation 
of a like nature. If other income is re- 
ceived by the resident individual the social 
security charge appropriate thereto is paid 
personally by the taxpayer. 


Nonresidents 


The income tax act does not define the 
term “nonresident” but instead refers to 


New Zealand Taxes 


£108.15.0 


£108.15.0 


18.125% 


£1 of 
18.125% 
£500 
£90.12.6 


“absentee.” The term “absentee” is used 


for two meanings: 


(1) to describe a person whose home has 
not been in New Zealand during any part 
of the income year; 


(2) to describe a person, other than a 
company, who is for the time being outside 
New Zealand. 


The first meaning has reference to a per- 
son who may be physically present in New 
Zealand for less than 12 months but does 
not maintain his “home” or “domicile” in 
that country. The second meaning refers 
to a person who is not physically present in 
New Zealand and is a resident of some 
other country. The second meaning is used 
particularly with reference to that section 
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of the act appointing, as agents of the 
absentee, every person in New Zealand 
who has the receipt, control or disposal of 
any income derived by the absentee. 


Absentees deriving income from New 
Zealand are liable to income tax in the 
same manner as residents. However, an 
absentee is not entitled to any of the special 
exemptions allowed to residents except the 
personal exemption of £375. The alterna- 
tive personal exemption of £420 is not 
allowable to an absentee who has attained 
the age of 65. 


The liability, to income tax, of absentees 
who are residents of countries which have 
entered into tax agreements with New 
Zealand is affected by the provisions of 
those agreements. At the present time, tax 
agreements exist between New Zealand 
and the United States, and countries and 
territories within the British Commonwealth. 

With respect to the social security con- 
tribution, liability attaches only to persons 
16 years of age or over who are “ordi- 
narily resident” in New Zealand. A person 
is deemed to be “ordinarily resident” if he 
has remained or remains in New Zealand 
for a continuous period of not less than 
12 months. Since an “absentee” is not 
“ordinarily resident” in New Zealand, he 
is not liable for the charge for social secu- 
rity contribution. 


TAXATION OF PARTNERSHIPS 


A partnership is required to make a 
return of the firm’s income and the shares 
of the partners therein. Each partner is 
required to make a separate return of all 
income derived by him and not included 
in the partnership return. 

The partnership as such is not assessed 
income tax, but each partner is separately 
assessed for the tax payable on his total 
income including his share of the partner- 
ship income. 

For purposes of the social security con- 
tribution, all of the income derived by a 
partner from the partnership business is 
income other than salary or wages, and a 
declaration of such income must be made 
after the close of the income year. 


TAXATION OF COMPANIES 


Place of Residence 


A company is deemed to be resident in 
New Zealand if it 


(1) is incorporated in New Zealand; or 
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(2) has its head office, meaning the cen- 
ter of its administrative management, in 
New Zealand. 


Income Tax 


A company is assessable on its income in 
exactly the same manner as an individual 
except that in determining taxable income 
no special exemptions are allowable. 

A company resident in New Zealand is 
assessable on all income, whether derived 
from New Zealand or elsewhere. A com- 
pany resident outside New Zealand is 
assessable only with respect to income 
derived from sources in New Zealand. 

The liability to tax of companies which 
are residents of countries having tax agree- 


ments with New Zealand would be affected 
by the provisions of those agreements. 


Rates Applicable to Companies 


The basic rate of income tax for every 
£1 of taxable income is as follows: 


(1) Where the taxable income does not 
exceed £6300 ($17,451) the basic rate is 
2s 6d (12.5 per cent) increased by 1/100 d. 
for every £1 of taxable income; 

(2) Where the taxable income exceeds 
£6300 ($17,451) the basic rate is 7s 9d 
(38.75 per cent) increased by 1/150 d. for 
every £1 of the taxable income in excess of 
£6300, but not to exceed in any case the 
rate of 8s 8d (43.33 per cent) in the £ 1. 


Examples of Calculating Income Tax 
Payable by Companies 


£7800 


(1) Taxable income 
Income tax 
Basic rate: 7s 9d 
plus 1/150 d x 
(7800 — 6300) = 
Income tax pay- 
able: £7800 x 
8s 7d = 


Taxable income 
Income tax 
Basic rate: 7s 9d 
plus 1/150 d x 
(9000 — 6300) = 
Income tax pay- 
able £9000 x 
8s 8d = 


$21,606 


8s 7d 


£3347.10.6 
£9000 


$ 9,273 
$24,930 


9s 3d limited to 8s 8d 


£3899.19.5 $10,803 


Social Security Contribution 


All companies, whether or not resident 
in New Zealand, are liable for the social 
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security contribution. The chargeable in- 
come of a company for the social security 
contribution is the total income, that is, 
assessable and nonassessable, less the fol- 
lowing: 

(1) dividends received from companies 
which are liable for the social security 
contribution; 

(2) interest paid by the company on 
debentures bearing a floating rate of interest ; 

(3) interest on National Savings Bonds, 
Bomber Bonds and Liberty Bonds. 


Proprietary Companies 


A “proprietary company” is one which, at 
the end of any income year, is under the 
control of not more than four persons. A 
company is deemed to be under the control 
of the persons 

(1) who hold more than (a) one half of 
the shares; or (b) one half of the nominal 
capital; or (c) one half of the paid-up capi- 
tal; or (d) one half of the voting power; or 


(2) who have by any other means what- 
soever control of the company; or 

(3) who, ‘by reason of the shareholding 
at the end of the income year, would be 
entitled to more than one half of the profits 
for that year if these profits were distributed 
as dividends. 

The total income derived in any income 
year by a proprietary company shall be 
deemed to be income derived in that year 
from the company by the shareholders. 
The total income deemed derived by each 
of the shareholders is their proportionate 
share of the taxable income of the com- 
pany less the income tax and social security 
contribution payable thereon and plus the 
nonassessable income of the company. 

Where a shareholder in a proprietary 
company is a company, the total income 
deemed derived by that shareholder is its 
proportionate share of the sum of the 
proprietary company’s taxable income and 
nonassessable income. This procedure should 
raise no tax liability to the shareholder 
since income tax and social security con- 
tribution on the taxable income would be 
paid by the proprietary company. 


Mining Companies 


If the sole or principal income of a com- 
pany, whether incorporated in New Zealand 
or elsewhere, is derived from the business of 
mining gold, mercury, scheelite, molybde- 
nite, copper, lead, zinc, antimony, tin, man- 
ganese or any of those minerals in New 


New Zealand Taxes 


Zealand, the taxable income of that com- 
pany is deemed to be one half of the total 
amount paid as dividends during that year 
to the shareholders of the company, pro- 
vided the aggregate amount of dividends 
paid since the commencement of business 
by the company does not exceed twice the 
amount of the capital paid up in cash. In 
every other case the company’s income is 
deemed to be the total amount paid as 
dividends during the year. 

Mining companies are exempt from the 
provisions pertaining to proprietary com- 
panies and are exempt from the social 
security contribution. However, the con- 
tribution is payable on the dividends paid 
by such companies. 


Petroleum Mining Companies 


If the sole or principal source of income 
of a company is the business of mining in 
New Zealand for petroleum, the taxable 
income of that company in any year is 
deemed to be the amount of dividends paid 
to shareholders in that year. However, the 
company shall not be deemed to have 
derived taxable income in any year unless 
at the end of that year the aggregate amount 
of dividends paid to shareholders exceeds 
the aggregate amount expended by the 
company and deemed by the taxing au- 
thorities to be irrecoverable. 

For purposes of assessing petroleum min- 
ing companies, dividends are deemed to 
include 

(1) all sums distributed in any manner 
and under any name among the shareholders; 

(2) the paid-up value of any shares 
allotted to any of the shareholders to the 
extent that value represents the capitaliza- 
tion of the whole or any part of the profits 
of the company; 


(3) any credit given by the company to 
any of the shareholders with respect to 
the amount unpaid on any shares that are 
not fully paid up; 

(4) the value of any other property of 
any kind given by the company to any of 
its shareholders. 

Dividends paid shall not include any 
returns of share capital except to the extent 
those returns exceed the amount, if any, by 
which the aggregate share capital paid-up 
in cash exceeds the sum of the aggregate 
returns of share capital made by the com- 


pany and the aggregate amount expended by 
the company and deemed to be irrecoverable. 


(Continued on page 510) 
493 





An Unexplored Form of Insurance 


The authors, New York City attorneys, describe an irrevocable trust funded 
by insurance on the grantor's life and by securities owned 


by him. Income would be taxable 


—presumably in relatively low brackets—to a third person or the 

trust itself, although income might be used to pay 

premiums on the insurance policies. Offering three 

uses of this type of trust, they consider gift and estate tax aspects, 

too. The article is reprinted from the Summer, 1956 issue 

of The Journal of the American Society of Chartered Life Underwriters. 


T is commonly supposed that if an in- 

sured transfers to an irrevocable trust 
(1) insurance on his own life and (2) secu- 
rities owned by him, the income from the 
securities will be taxable to the insured if 
the income is or may be used to pay the 
premiums on the insurance. Such indeed 
is the general rule prescribed by Section 


677(a)(3).’ 


However, the section contains a qualifi- 
cation. The general rule applies only if 
the income is or may be used to pay the 
premiums “without the approval or con- 
sent of any adverse party.” The term “ad- 
verse party” is defined in Section 672(a) as 
“any person having a substantial beneficial in- 
terest in the trust which would be adversely 
affected by the exercise or nonexercise of 
the power which he possesses respecting 
the trust.” 

This qualification to the general rule 
paves the way for creating what we believe 
is an unexplored type of trust—namely, an 
irrevocable, funded trust, the income of 
which will be taxable (presumably in rela- 
tively low brackets) either to a third person 
or to the trust itself, despite the fact that 
the income may be used to pay premiums 
on policies insuring the grantor’s life. 


We will first consider three examples 
of the type of trust we have in mind. 


Example 1: Son Has Power 
to Demand Income 


Suppose the insured, a father, is in high 
income tax brackets and has an adult son 
who is, and during the father’s life is ex- 
pected to remain, in low brackets. The 
father creates an irrevocable funded trust 
of insurance on his own life, the insurance 
and its proceeds to be held by the trustee 
solely for the benefit of the son’s issue. 
The trust agreement provides that the 
trust shall continue throughout the father’s 
life, and that the income from the securities 
donated to the trust shall be used to pay the 
premiums on the insurance unless the son 
demands that the income be paid to him,’ 
in which event the trustee is directed to 
comply with the son’s demand. 

As to the income, the son would be an 
adverse party.’ Therefore, the income would 
not be taxable to the father, since it could 
be used to pay the premiums only with the 
consent of the son. Nevertheless, if the son 
failed to demand the income, it would 


be used to pay the premiums. It should be 
noted, however, that the income would be 





1 All references to sections, unless otherwise 
noted, are to the Internal Revenue Code of 1954. 
?In practice, the son's power would extend 
to such part or parts of the income as the son 
might from time to time demand, but in the 
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interest of clarity we will throughout the vari- 
ous ¢xamples simply refer to ‘‘the income."’ 

*See discussion, below, under “Son Is Ad- 
verse Party."’ 
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taxable to the son, even though he refrained 
from demanding it for himself and thus 
permitted it to be used to pay the premiums. 
The reason is that when a person can im- 
mediately possess himself of income merely 
by demanding that it be paid to him, that 
income for income tax purposes is regarded 
as his.* 


So far as income taxes are concerned, a 
trust of this type would serve the purpose 
of having the premiums paid out of income 
taxable in the son’s relatively low brackets.* 
But suppose the son’s income tax brackets 
are (or are likely to become) as high as the 
father’s. Then the objective would be to 
evolve a trust form under which the in- 
come would be taxed—not to the son—but 
to the trust itself as a separate taxpayer. 
Suggested below are trust forms designed 
to achieve this income tax objective. 


*Sec. 678(a)(1), quoted and discussed below 
at footnote 8. 

5 It is recognized that in the type of trust dis- 
cussed in Example 1, the income tax saving is 
attributable to nothing other than the creation 
of a trust by the father in high brackets, nam- 
ing as income beneficiary his son in low brack- 
ets, and that the father could have achieved 
precisely the same results by setting up two 
separate trusts—namely, an unfunded insurance 
trust for the benefit of the son's issue and a 
separate trust of securities in which the son was 
named the income beneficlary—thus placing the 
son in a position voiuntarily to use the income 
to pay the premiums. Cf. George F. Booth, 
CCH Dec. 13,863, 3 TC 605 (1944); Stephen Hex- 
ter, CCH Dec. 12,806, 47 BTA 483 (1942); Frede- 
rick K, Barbour, CCH Dec. 10,697, 39 BTA 910 
(1939), in each of which the income beneficiary 
of a trust voluntarily used the income to pay 
premiums on policies insuring the grantor’s 
life. But cf. L. B. Foster, CCH Dec. 15,571, 
8 TC 197 (1947); Harry Rom, CCH Dec. 15,059, 
6 TC 614 (1946); Henry A. B. Dunning, CCH 
Dec. 9900, 36 BTA 1222 (1937), in each of which 


Insurance Trust 


Example 2: Possible Accumulation for Son 


Suppose the father creates an irrevocable 
funded trust of insurance on his own life, 
with the insurance and its proceeds to be 
held solely for the benefit of his son’s issue. 
The trust agreement provides that the trust 
shall continue throughout the father’s life 
and that the income from the securities 
donated to the trust shall be used to pay 
the premiums on the insurance unless the 
son demands otherwise. Thus far the ex- 
ample is the same as Example 1. However, 
in this example the son is not given the 
right to demand that the income be paid to 
him currently. Instead, the son is given the 
power to require that the income be distrib- 
uted to him currently or that it be accu- 
mulated for his benefit or the benefit of his 
estate, but the trustee is empowered, in his 
sole discretion, to decide whether the in- 
come is to be so distributed or accumulated.* 


Just as in Example 1, the son would be 
an adverse party," and therefore the income 
would not be taxable to the father. How- 
ever, in this example, the son’s possession 
of the aforedescribed power would not 
cause the income to be taxable to him. The 
reason is that the son would not have a 
power exercisable solely by himself to ac- 
quire the income currently. Even if he 
exercised his power so as to prevent the 
income from being used to pay the pre- 
miums, it would still be up to the trustee 
to decide whether the income should be 
paid to the son or accumulated for the son’s 
benefit. In other words, Section 678(a)(1) 
would not apply.* Nevertheless, if the son 
failed to exercise his power, thus permitting 
the income to be used to pay the premiums, 





the same factual pattern was presented, but in 
each of which the income was held taxable to 
the grantor because it was found in effect that 
in using the income to pay the premiums, the 
income beneficiary was subject to control by 
the grantor. 

* Such a power could, without adverse income 
tax consequence to the grantor, be conferred 
upon any trustee—even a subservient trustee 
(See. 674(b)(6)). 

*See discussion, below, 
verse Party."’ 

§ Sec. 678(a)(1) provides in effect that the in- 
come of a trust shall be taxable to a person if 
he ‘‘has a power exercisable solely by himself 
to vest the corpus or the income therefrom in 
himself.’’ In a sense, the son in Example 2 
would have the power to ‘‘vest’’ the income in 
himself, subject to the trustee’s power to ac- 
cumulate it for the son’s benefit. However, it 
must be remembered that Sec. 678(a)(1) is 
merely a statutory enactment of the doctrine 
of the Mallinckrodt case, CCH Dec. 13,628, 2 
TC 1128 (1943), aff'd, 45-1 ustrc { 9134, 146 F. 

(Continued on following page) 
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the income would be taxable to the trust 
in the trust’s low brackets. Trust income 
used to pay premiums on policies owned by 
a trust is for tax purposes deemed accu- 
mulated income—and accumulated income 
is taxed to the trust as a separate tax 
entity.® 


Now let us inject an additional fact so as 
to create a new problem. Suppose the father 
lives in New York or some other state 
whose local law prohibits accumulating in- 
come for an adult. In such a state it would 
not be possible to avoid having the income 
taxed to the adult son by permitting the 
trustee, as one of his choices, to accumulate 
the income for the son’s benefit.” The father 
who is a resident of such a state could 
create his trust in a neighboring state whose 
laws contain no such prohibition. More- 
over, he could create a trust governed by 
the laws of the state of his residence but, 
as one of the trustee’s choices, the trust 
could provide for “quasi-accumulating” the 
income™ instead of accumulating it. 


However, there is still another course the 
father would be free to pursue in any state. 


Example 3: Involving Possible Sprinkling 


Suppose the father creates an irrevocable 
funded trust of insurance on his own life 
with the insurance and its proceeds to be 
held solely for the benefit of his son’s issue. 
The trust agreement provides that the trust 
shall continue throughout the father’s life 
and that the income from the securities 
donated to the trust shall be used to pay 
the premiums on the insurance unless the 
son demands otherwise. Thus far this ex- 
ample is the same as Example 1. However, 
in this example the son is not given the 


(Footnote 8 continued) 

(2d) 1 (1945), cert. den., 324 U. S. 871, rehearing 
den., 325 U. S. 892 (1945)—a doctrine designed 
to place a person who can demand income in 
the same position as the person to whom it is 
unqualifiedly made payable. The doctrine of 
the Mallinckrodt case and, therefore, Sec. 678 
(a)(1) was not intended to affect a trust under 
the terms of which the trustee has discretion to 
pay income to A or to accumulate it for A’s 
benefit. Under such a trust, accumulated in- 
come is taxable to the trust, not to A. Cer- 
tainly A should be in no worse position where 
he merely has the power to place a trustee in 
a position to decide whether the income should 
be paid to him, A, or accumulated for his 
benefit. 

* Mannheimer and Wheeler, ‘‘Trusts of In- 
surance on Relatives’ Lives—Their Tax Advan- 
tages,"’ 27 Taxes 453 and following (May, 1949); 
111 Journal of the American Society of Chartered 
Life Underwriters 238 and following (1949). 

% See Mannheimer and Friedman, ‘Income 
Tax Aspects of Various Will and Trust Arrange- 
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right to demand and receive the income 
currently. Instead, he is given the power 
to require the trustee—an independent trus- 
tee “—to distribute the income to any one 
or more of a class composed of the son 


and the son’s issue.” 


It seems clear that here again, just as in 
Examples 1 and 2, the son would be an 
adverse party “ and, therefore, the income 
would not be taxable to the father. More- 
over, in this case, just as in Example 2, the 


son’s possession of the power would not 
cause the income to be taxable to him. The 
reason is that the son would not have any 
power exercisable solely by himself to ac- 
quire the income. Even if the son exercised 
his power so as to prevent the income from 
being used to pay the premiums, it would 
still be up to the trustee to decide who 
among the class of eligible beneficiaries 
should get the income, whether the son 
should get any—and if so, how much. 


Again, as in Example 2, Section 678(a) 
(1) would not apply, but if the son failed 
to exercise his power, thus permitting the 
income to be used to pay the premiums, the 
income would be taxable to the trust in 
the trust’s low bracket.” 


Combination with Short-Term Trust 


Now let us assume some additional facts. 
Assume the father is a high-salaried execu- 
tive, 55 years of age, who will remain in 
high income tax brackets for ten years. 
Until he retires he would like to make it 
possible to have the premiums on his poli- 
cies paid out of income taxed in the low 
brackets of a ten-year trust, but at the end 
of ten years he would like to get back both 
his securities and insurance. At first blush, 


ments,"’ Proceedings of New York University 
Tenth Annual Institute on Federal Taxation 
(1952), pp. 909, 933; 30 Taxes 362, 371 (May, 
1952). 

“For explanation and discussion of ‘‘quasi- 
accumulation”’ trusts, see article cited at foot- 
note 10. 

“2 If the power to sprinkle income (not limited 
by a standard) is conferred upon a trustee other 
than an independent trustee (as defined in Sec. 
674(c)), the income will be taxable to the grant- 
or (Sec, 674(a)). 

% This is a sprinkling trust, that is, a trust 
under which the trustee is given the power to 
determine from time to time which member 
or members of a definite class of beneficiaries 
shall receive payments from the trust, whether 
payments of income or principal, and how much. 
For discussion, see Mannheimer, Wheeler and 
Friedman, ‘‘How to Use Sprinkling Trusts,”’ 
33 TAXEs 532 (July, 1955). 

“4 See discussion, below, under “Son Is Ad- 
verse Party.”’ 

1% See footnote 9. 
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it would appear that if the trust provided 
for the policies reverting to the father, then 
throughout the ten years all the income 
used to pay the premiums would be taxable 
to him under Section 677(a)(2), which lays 
down the general rule that income which is 
held or accumulated for future distribution 
to the grantor is taxable to him. However, 
regardless of whether the income is used 
to pay premiums (in which event Section 
677(a)(3) would apply) or is accumulated 
in this or any other way (in which event 
Section 677(a)(2) would apply), the gen- 
eral rule could be invoked only if the income 
were paid or accumulated “without the ap- 
proval or consent of any adverse party” 


(Section 677(a)). 


Accordingly, by using a short-term trust 
in any of the three examples discussed 
above, it is possible to have both the poli- 
cies and the securities originally donated 
by the father to the trust returned to him 
when the trust ends, and yet avoid having 
the trust income used to pay the premiums 
taxed to the father. However, it seems to 
us that this possibility is more theoretical 
than real. The reason is that only the 
father could benefit from the nonexercise of 
the son’s power. Therefore, the fact that 
the son refrained from exercising his power 
—thus permitting the income to be used to 
pay the premiums—would create at the 
very least the appearance that there was 
some control over the income by the father 
or that there was some understanding be- 
tween the son and the father not re- 
flected by the terms of the trust agreement. 
This might well invite litigation and result 
in having the tax authorities disregard the 
trust agreement in its entirety.” 


However, the situation would be quite 
different if the father were prepared to al- 
low the insurance policies to remain in trust 
for the benefit of the son’s issue and if it 
were only the securities that were to revert 
to the father at the end of the ten years. 

In that case, it would be natural for the son 
—especially if he were in high income tax 
brackets—to refrain from exercising his 
power over the income so as to permit it to 


be used to pay premiums on policies that 
would ultimately benefit his own issue, and 
in these circumstances his failure to exer- 
cise his power would not suggest any un- 


derstanding with or control by the father. 


Son Is Adverse Party 


The legislative history of Section 672(a) 
reveals that so far as the meaning of “ad- 
verse party” is concerned, there was no 
intention of changing the law as it existed 
under the 1939 Code—that so far as the 
meaning of “adverse party” is concerned, 


there is no substantive difference between 
the 1954 Code and the 1939 Code, but merely 


a difference in phraseology. The 1939 Code, 
in Section 167, instead of using the term 
“adverse party,” refers to a person “having 
a substantial adverse interest.” The term 
“substantial adverse interest” has uniformly 
been construed to mean an interest which is 
both substantial and adverse.” 


The decisions under the 1939 Code leave 
no doubt that in Examples 1 and 2, the son 
would clearly be regarded as having an 
interest that was both substantial and ad- 
verse.” Similarly, the decisions under the 
1939 Code indicate that in Example 3— 
the example involving possible sprinkling— 
the son would be regarded as having an 
interest that was not only adverse but also 
substantial, even though it would lie within 
the province of the trustee to allocate all 
of the income to his issue, and to exclude 
the son. The cases sustain the proposition 
that an interest is substantial, even though 
contingent, unless the likelihood of the con- 
tingency coming to pass is remote.” How- 
ever, in Example 3, a provision in the trust 
agreement directing that in sprinkling the 
income, the trustee should give preferred 
consideration to the son’s needs would help 
to establish the interests of the son as 
substantial.” 


We do not overlook that there were 
cases under the 1939 Code that held that a 
family relationship tainted what would other- 
wise have been a substantial adverse interest,” 
but the doctrine of these cases: was rejected 








% See, below, under ‘‘A Sham, a Fetch, a 
Disguise."’ 

17 Commissioner v. Caspersen, 41-1 ustc { 9363, 
119 F. (2d) 94 (1941); Shiverick, CCH Dec. 9970, 
37 BTA 454 (1938). 

18 Reinecke v. Northern Trust Company, 1 
ustc { 347, 278 U. S. 339 (1929); Paul W. Litch- 
field, CCH Dec. 10,711, 39 BTA 1017 (1939). See 
also cases cited at footnote 19. 

% Phipps v. Commissioner, 43-2 ustc { 9513, 


137 F. (2d) 141 (1943); Commissioner v. Katz, 


Insurance Trust 





43-2 uste 19640, 139 F. (2d) 107: Shiverick, 
cited at footnote 17, but cf. Chase National Bank 
v. Commissioner, 55-2 ustc { 9649, 225 F. (2d) 
621; Morris Joseloff, CCH Dec. 15,573, 8 TC 213 
(1947): Clair R. Savage, CCH Dec. 14,210, 4 
TC 286 (1944). 

* Cf. Phipps v. Commissioner, cited at foot- 
note 19. 

™ Altmaier v. Commissioner, 41-1 ustc { 9141, 
116 F. (2d) 162 (1940): Cox v. Commissioner, 
40-1 ustc J 9864, 110 F. (2d) 934. 
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in subsequent decisions™ and has likewise 
been rejected by the Internal Revenue Code 
of 1954. The 1954 Code divides all parties 
into two classes—adverse and nonadverse 
(Section 678(a) and (b)). As already 
noted, an adverse party is defined as “any 
person having a substantial beneficial in- 
terest in the trust which would be adversely 
affected by the exercise or nonexercise of 
the power which he possesses respecting 
the trust” (Section 672(a)), and a non- 
adverse party means “any person who is 
not an adverse party” (Section 672(b)). So 
far as being adverse or nonadverse is con- 
cerned, family relationship to the grantor is 
of no moment whatsoever. Family rela- 
tionship is taken into consideration only in 
connection with subdividing nonadverse parties 
into two classes, those who are “related or 
subordinate” and all others (Section 672(c) ) 


—and, so far as family relationship is con- 
cerned, the distinction is drawn in the Code 
solely for the purpose of taxing the income 
of the trust to the grantor under stated 
circumstances if he names certain close 
relatives as trustees. 


‘A Sham, a Fetch, a Disguise"’ 


In connection with the income tax aspects 
of trusts of the type under discussion, there 
is still one more point which merits discus- 
sion. Such trusts should be considered only 
where the father is unqualifiedly willing to 
leave it entirely up to the son to determine 
whether the income of the trust should or 
should not be used to pay premiums. It 
is imperative that such trusts be created 
free of any control over the income by the 
father and also free of any understanding 
of any kind as to whether the son will 
exercise his power. Any such control or 
understanding would serve as a complete 
justification for disregarding the trust and 
taxing the entire income of the trust to the 
father. Thus, in Richardson v. Smith,” it 
was said: 


“It is of course always possible that the 
parties to a formal transaction, like a deed 
or a written contract, may agree between 
themselves that it shall not have the effect 
upon their rights or obligations which it 
purports to have, or indeed any effect what- 
ever; that it shall be a sham, a fetch, a dis- 


guise. So in this case the transfer may in 

2 Phipps v. Commissioner, and Commissioner 
v. Katz, cited at footnote 19; Commissioner v. 
Betts, 41-2 ustc { 9767, 123 F. (2d) 534; Commis- 
sioner v. Prouty, 40-2 ustc {§ 9734, 115 F. (2d) 
331: Lillian M. Newman, CCH Dec. 13,102, 1 
TC 921 (1943); Frederick 8S. Fish, CCH Dec. 
12,072, 45 BTA 120 (1941). 
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fact have been intended only to deceive the 
taxing authorities. It is not necessary that 
such a mutual understanding shall be ex- 
plicit or verbal; it may be gathered from the 
conduct of the parties in a series of trans- 
actions, or in any other way. Johnson v. 
Commissioner, 2 Cir., 86 F. 2d 710. All that 
need appear is that the donor did not intend 
to divest himself of control over the res, 
that the donee knew of the donor’s intent 
and assented to it, and that the donor knew 
of the donee’s assent. If all this is fairly 
inferable from the relations, the gift, how- 
ever formal, is a sham... .” 


Accordingly, in L. B. Foster,“ where the 
wife, who was the income beneficiary of 
a trust set up by her husband, used the 
income to pay premiums on policies insur- 
ing his life and there was evidence that 


the parties understood and intended that 


the income was to be used for this purpose, 
it was held that the income used to pay 
premiums was taxable to the husband.” 


On the other hand, in several cases where 
a wife voluntarily used the income of a 
trust set up by her husband to pay the 
premiums on policies insuring his life, the 
courts gave full recognition to the trust and 
refused to tax the trust income to the 


husband.” 


Accordingly, if in the examples discussed 
above the son saw fit, without any prior 
understanding and of his own volition, to 
permit the income of the trust to be used 
to pay premiums, there would be no justifi- 
cation for disregarding the trust and taxing 


the trust income to the father. 


In this connection it should be observed 
that under the facts assumed in the three 
examples above, it would be quite natural 
for the son—especially if he were in high 
brackets—to allow the income to be used 
to pay premiums on policies which would 
benefit his own issue. Despite the presence 
of such a motivation, the father must antici- 
pate that the son may see fit to exercise 
his power so as to prevent the trust income 
from being used to pay the premiums. Ac- 
cordingly, the trust agreement, among other 
things, should provide that the trustee is 
authorized (1) to borrow against the policies 
in order to pay the premiums, (2) to take 
paid-up insurance on the policies owned by 


23 39-1 ustc {| 9398, 102 F, (2d) 697. 

™ Cited at footnote 5. 

%* To the same effect, see Harry Rom and 
Henry A, B,. Dunning, cited at footnote 5. 

26 George F. Booth, Frederick K. Barbour and 
Stephen Hexter, all cited at footnote 5. 
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the trust, (3) to use principal, if need be, 
to pay the premiums and (4) to accept addi- 
tions to the trust to pay the premiums, re- 
pay loans or replenish principal. Provisions 
such as these would make it possible for 
the son to take the income for himself when 
he needed it and for the grantor or some 
other member of the family to make addi- 
tions to the trust so as to prevent any 
permanent impairment of either insurance 
values or trust principal. 


Gift Tax Aspects 


In considering trusts of the type under 
discussion, it is necessary to consider the 
gift tax consequences to the son if he fails 
to exercise his power. In Examples 1 and 
2, if the son failed to exercise his power, 
except as otherwise noted below, he would 
be making a taxable gift of the income to 
his issue—and, what is more, it would be 
a taxable gift of a future interest that would, 
therefore, not be entitled to the benefit of 
the annual exclusion. The son would be 
making a taxable gift because (1) his right 
to demand income in Example 1 and, we 
believe, in Example 2 as well would be a 
general power of appointment (Section 2514 
(c)); (2) the release of a general power of 
appointment is considered a taxable gift 
(Section 2514(b)); and (3) pursuant to the 
general rule laid down in Section 2514(e), 
permitting a general power of appointment 
to lapse is considered a release of the power 
and, therefore, considered a taxable gift. 


However, the general rule as to the 
lapses is subject to an exception which in 


our opinion, for practical purposes, can be 
regarded as exempting $5,000 a year from 
the operation of the general rule.” It ap- 
pears, therefore, that the net end result is 
that in smaller cases (or in cases where the 
circumstances warrant setting up a number 
of separate, relatively small trusts), the son 
would not be regarded as having made a 
taxable gift. 


* Actually, Sec. 2514(e) provides that the 
lapse provision shall apply ‘‘with respect to 
the lapse of powers during any calendar year 
only to the extent that the property which 
could have been appointed by exercise of such 
lapsed powers exceeds in value the greater of 
the following amounts: 

**(1) $5,000, or 

(2) 5 per cent of the aggregate value of 
the assets out of which, or the proceeds of 
which, the exercise of the lapsed powers could 
be satisfied.”’ 

Though the exception quoted above was in- 
tended to apply to the principal of a trust, it 
would seem to be equally applicable to a power 
exercisable exclusively over trust income. 


Insurance Trust 


However, despite the aforedescribed ex- 
ception to the general rule as to lapses, in 
drafting trusts of the type under discussion, 
one should not lose sight of the gift tax 
law. Suppose, instead of providing that 
the income be used to pay the insurance 
premiums unless the son exercised his 
power, the trust agreement provided that 
the income be paid to the son unless he 
affirmatively consented to having it used 
to pay the premiums. The net effect of 
both directions would be the same. How- 
ever, the gift tax consequences, in our opin- 
ion, would be altogether different because if 
the income were payable to the son and 
could be used to pay premiums only if he 
affirmatively consented to such use, the son 
would be making a taxable gift which was 
not entitled to the benefit of the $5,000 
lapse provision referred to above. The 
reason is that if the income were made 
payable to the son, he, instead of having a 
general power of appointment over the in- 
come, would have the right to receive the 
income and if he consented to having the 
income used to pay premiums, he would in 
effect be making a gift of his own income, 
but no general power of appointment would 
be involved. As a result, the $5,000 lapse 
provision which applies only to general 
powers of appointment would not come into 
play. 


Example 3—involving the possibility of 
sprinkling among the son and his issue— 
presents a somewhat different situation. If 
the agreement provided that the income be 
used to pay the premiums unless the son 
demanded that it be sprinkled among a 
class composed of himself and his issue, 
the son would have neither the right to the 
income nor a general power of appointment. 
Therefore, if he permitted his power to lapse 
he would not be making a taxable gift. On 
the other hand, if the trust instrument pro- 
vided that the income be sprinkled among 
a class composed of the son and his issue 





At this juncture, it should be observed that 


throughout, in the interest of clarity, it has 
been assumed that there will be no income in 
excess of the amount required to pay the pre- 
miums, income taxes and other trust expenses. 
However, the trust instrument should in actual 
practice cope with the contingency of excess 
income. The trust instrument might authorize 
the prepayment of premiums. In this connec- 
tion, however, it should be noted that the ex- 
ception to the lapse provision is phrased in such 
a way that it is applicable only to noncumula- 
tive powers. Therefore, the trust instrument 
should make it plain that the son’s power with 
respect to trust income earned in any year ter- 
minates as to that income at the end of that 
year. 


. 
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unless he affirmatively consented to having 
it used to pay the premiums, it is not clear 
whether the son, by giving his consent and 
thus permitting the income to be used to 
pay premiums, would be making a taxable 
gift.” 


Estate Tax Aspects 


Entirely apart from any possible income 
tax saving, trusts of the type discussed 
above may prove particularly useful at this 
time estate taxwise. If an insurance trust 
is not funded and the insured continues to 
pay the premiums, the danger exists that 
the premiums paid by him within three 
years of his death will be held to be gifts 
in contemplation of death, in which case the 


portion of the death proceeds attributable 
to those premiums—as distinguished from 
the total dollar amount of premiums that 
were paid in contemplation of death—may 
well be held to be includible in his estate 
for estate tax purposes.” Moreover, a restora- 
tion of the premium-payment test would 
bring into the insured’s estate the portion 
of the insurance proceeds attributable to 
any premiums paid after the restoration. 
(Here it should be noted that a nonretro- 
active total or partial restoration of the 
premium-payment test is a distinct possi- 
bility.) ® Both of these dangers are avoided 
if the premiums are paid by a trust to last 
throughout the life of the insured, rather 
than by the insured himself. [The End] 


WASHINGTON TAX TALK—Continued from page 454 


of the taxpaying public as to the attitude 
of the Treasury and the Revenue Service 
toward statements by former Revenue Com- 
missioner Andrews which, in effect, ask the 
elimination of the income tax as a revenue- 
raising device. The Washington head- 
quarters of the Revenue Service also has 
received numerous letters and direct in- 
quiries on the subject. 


“Treasury Secretary George Humphrey 
in an appearance before the National Press 
Club in Washington on May 24, 1956 was 
asked: ‘Do you think there is any validity 
to the position of T. Coleman Andrews on 
the income tax?’ Secretary Humphrey 
answered: 


“‘T want to see taxes reduced as much 
as anybody. I think they must be over a 
period of time for the best interest of this 
country. But I know of no way in which 
we can raise the money we need for our 
security and for the services that the public 
demands without some kind of an income 
tax. 

“*You can vary it. There may very well 
be some very valid suggestions. There 
probably are changes that could be made 
to improve the situation, But there is no 





% Cf. Herzog v. Commissioner, 41-1  vustc 
§ 10,010, 116 F. (2d) 591. But cf. Ithaca Trust 
Company v. U. 8., 1 ustc { 386, 279 U. S. 151 
(1929). 

2® Casner, ‘“‘The Internal Revenue Code of 
1954, Estate Planning,’’ 68 Harvard Law Review 
222, 254 and following (1954); Paul, Federal 
Estate & Gift Tawation (1942) (Sec. 10.24); 
Lawthers, ‘“‘Some Murky Blessings of the New 
Tax Code,’’ 8 Journal of the American Society 
of Chartered Life Underwriters 329, 331; Dicus, 
“Some Implications of the 1954 Code for Es- 
tate Planning,’’ 32 ‘TAXEs 938, 941 and following 


500 


July, 1956 ° 


way that you can eliminate an income tax 
and raise the amount of money we now 
have to have. 

““If we are going to have an income 
tax, then I think it is unfortunate to have 
the fairness of the tax, the existence of the 
tax, questioned, when so many honest, 
straightforward American people are bur- 
dening themselves to pay their share of 
running this country and protecting it.’ 


“Secretary Humphrey has authorized me 
to inform you that these are his firm views 
on the subject. 


“IT have no hesitancy in identifying my 
personal views with those of the Secretary. 
However, the development of national tax 
policy—that is, the determination as to 
what taxes shall be levied, how much, and 
in what manner—is not in the province of 
the Commissioner of Internal Revenue. 


“Our Revenue system may have short- 
comings, and efforts to improve it through 
legislative processes are proper and com- 
mendable. But, the preservation of our 
truly American system of self-assessment 
and payment of taxes by the individual is 
vital to the continued existence of this 


Nation.” 


(1954); Mannheimer, Wheeler and Friedman, 
“Gifts of Life Insurance by the Insured,"’ Pro- 
ceedings of New York University Thirteenth An- 
nual Institute on Federal Taxation (1955), pp. 
247, 260; also, 33 TAXES 299, 305 (April, 1955). 
Liebmann v. Hassett, 45-1 ustc { 10,184, 148 F. 
(2d) 247, but cf. Hstate of Charles T. Smith, 
CCH Dec. 12,950(M), 1 TCM 518. 

*® Yohlin, ‘‘Life Insurance Planning Under the 
New Revenue Code,’’ 1955 Insurance Law Jour- 
nal 7, 9 (January); Mannheimer, Wheeler and 
Friedman, article cited at footnote 29, at pp. 
249 and 300, respectively. 
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Acq. and Non-acq. 


Consolidation of Tax Institute, Inc., 
with NTA Not Imminent 


[In the “Washington Tax Talk” depart- 
ment of our June issue, we noted the sign- 
ing by the President of a bill authorizing 
the National Tax Association to merge 
with Tax Institute, Inc. To allay any im- 
pression the story may have given as to 
the imminence of the authorized consolida- 
tion, Frederick L. Bird, president of Tax 
Institute, Inc., has sent the following letter 
to institute members.—Editor. | 


Because an article in the June issue of 
Taxes—The Tax Magazine gives the im- 
pression that a consolidation of the Tax 
Institute and the National Tax Association 
is imminent, it seems important that I send 
this explanation immediately to members 
of the Tax Institute. 


The idea of a merger of the two organi- 
zations originated with some members of 
the NTA in 1946. In 1947, officials of the 
association approached Tax Institute board 
members with a proposal of merger. The 
board of directors was initially favorable 
to the idea and liaison committees were set 
up by the two organizations to explore the 
possibility further, but because it soon be- 
came apparent that any plan that would 
be acceptable to the association would 
represent absorption of the institute by the 
association, the Tax Institute board decided 
to drop the idea, at least for the time being. 


NTA members continued to advance the 
proposal and in 1954 a joint committee of 
the two organizations was set up to explore 
the idea. This committee functioned in 
1954 and 1955, and submitted various re- 
ports. 


A majority of the Tax Institute board in- 
dicated recently that they favored the idea 
of consolidation “in principle.” The board 
directed me as president to appoint a com- 
mittee to explore the matter further, and 


Acq. and Non-acq. 


to see if a mutually acceptable basis of 
consolidation could be found. I have ap- 
pointed a committee, representing several 
of the most important professional groups 
making up the Tax Institute membership. 
It will, I am sure, do a careful, conscien- 
tious job. 

With reference to the Congressional ac- 
tion written up in the June Taxes, it should 
be explained that this was merely a legal 
technicality, arising from the fact that the 
NTA is a District of Columbia corporation, 
and because of the cumbersome and out- 
moded corporation law in the district, any 
change of corporate status of this nature 
must be referred to Congress. Since the 
Tax Institute is a New York- corporation, 
its corporate status is not a matter of 
concern to Congress. 

In order to conform to the Tax Institute 
bylaws and the New York State Corpora- 
tion Law, any decision concerning a change 
of corporate status of the Tax Institute 
must be approved first by a majority of 
the board of directors. Following the board 
action, the matter must then be referred to 
the advisory council. If a majority of the 
board and a majority of the council should 
favor consolidation, the proposed plan of 
consolidation would then have to be sub- 
mitted to the membership of the institute. 
Before it could become effective two-thirds 
of the members would have to indicate ap- 
proval of consolidation. It can thus be 
seen that no precipitate action can be taken 
in a matter of:such importance, and that 
members will have adequate time in which 
to consider all relevant data before making 
their decision. 


I hasten to send you this letter to allay 
any misgivings that may have been aroused 
by the article in Taxes. 
added 
institute 


It may be 


that some 
of the 7 


strongly favor consolida- 
tion, some strongly oppose it, and others 
appear to be open-minded on the subject. 
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Books 


Money Matters 


Determinants of Capital Expenditures. Rob- 
ert Eisner, Bureau of Economic and Busi- 
ness Research, 207- Administration Building, 
University of Illinois, Urbana, Illinois. 1956. 
100 pages. $1.50. 


The author of this study is interested in 
discovering the factors determining the ag- 
gregate of investment as opposed to what 
may cause capital expenditures to be made 
at a certain time by one firm rather than 
another. The study was carried out by 
means of interviews with officials of 14 
manufacturing plants in the Midwest and 
East in the years 1950-1952. In many cases, 
reinterviews were taken in 1954 and 1955. 
The firms selected were in general the larg- 
est in their industries. 


A major determinant of capital expendi- 
tures is the need for additional capacity to 
meet increases in demand. Emphasis is 
placed on long-run rather than short-run 
changes. A high volume of capital expendi- 
ture is labeled for replacement and mod- 
ernization. A surprising factor is that the 
supply of money capital was not a crucial 
determinant. However, the problem of ob- 
taining funds was a very important one in 
the financial departments of the firms. An- 
other major determinant seems to be the 
current tax regulations. Thus the effect of the 
excess profits tax was not merely to reduce 
the net cost of interest but to make it nega- 
tive. High taxes on profits induce certain 
expenditures which can be added to current 
costs and thus reduce current tax liabilities. 


The author concludes by saying that 
“the interview technique cannot by its 
nature, in an area of this kind, be definitive. 
It can suggest ideas and theories, offer new 
insights into relationships uncertainly grasped. 
Sut explanation and prediction of economic 
variables must finally receive confirmation 
in the operation of those variables them- 
selves, and not in the subjective explana- 
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tions of those who presume to control them.” 
The remainder of the study is given to in- 
dividual reports of the firms interviewed and 
the variable importance of these determinants. 


A Study of Eastern 
and Western Economics 


Trends in Economic Growth: A Compari- 
son of the Western Powers and the Soviet 
Bloc (A Study Prepared for the Joint Com- 
mittee on the Economic Report by the Legis- 
lative Reference Service of the Library of 
Congress). United States Government Print- 
ing Office, Washington 25, D. C. 1955. 339 
pages. 

There are few significant problem areas 
in which legislation enacted by the United 
States does not affect, or is not affected by, 
the relative economic positions of this coun- 
try, the other countries of the free world, 
and the countries of the Communist bloc. 
It is of the utmost importance, therefore, 
that the United States Congress and the 
American people be fully aware of the 
trends, so far as they can be established, in 
the economic growth of the countries on 
both sides of the Iron Curtain. 


The purpose of this report is to summar- 
ize the essential known facts bearing upon 
the comparative rates of economic growth 
of the United States and independent Eu- 
rope, on the one hand, and of the Soviet 
Union and the captive states on the other. 
(The captive states are sometimes called 
the satellite countries. They include AIl- 
bania, Bulgaria, Czechoslovakia, Hungary, 
Poland, Rumania and East Germany.) 


The study examines the changes in total 
economic activity, in the availability of re- 
sources, in structure and organization, and 
in the economic interrelations of these 
countries over the period 1938 through 
1953. It indicates outstanding current prob- 
lems and, where possible, the orders of 
magnitude of probable growth to 1970. 
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The main findings of the report are brought 
together in the section entitled “Summary 
and Conclusions,” and in the summary 
tabulations. Following these sections are 
chapters which, in turn, are supplemented 


by the staff papers in which supporting de- 
tails will be found. 


Examples of the conclusions: 


“The present economic capacity of West- 
ern Europe, the United States, and Canada 
is significantly greater in terms of absolute 
magnitudes, diversity, and flexibility than 
the combined strength of the Soviet bloc. 
This conclusion emerges from comparisons 
of statistics relating to such basic indexes 
of economic strength as manpower, agri- 
culture, steel capacity, transportation, and 
power potentials. . 


“The Communist bloc will continue in- 
tense efforts to increase its output, espe- 
cially heavy industry, with little regard for 
human costs. In view of this fact, appre- 
ciation of the substantial successes of the 
United States and independent Europe, act- 
ing in close cooperation, in achieving both 
industrial expansion and better living is es- 
sential. Such cooperation, continued in the 
future, can serve as a basic weapon in the 
East-West struggle.” 


Economic Aspects of Foreign Policy 


Foreign Economic Policy (Hearings Be- 
fore the Subcommittee on Foreign Econo- 
mic Policy of the Joint Committee on the 
Economic Report, Congress of the United 
States, Eighty-fourth Congress, First Ses- 
sion). Superintendent of Documents, United 
States Government Printing Office, Wash- 
ington 25, D. C. 1955. 620 pages. $1.75. 


Hearings before this Subcommittee on 
Foreign Economic Policy were conducted 
from November 9 through November 17, 
1955, with the Hon. Richard Bolling pre- 
siding. The investigation was intended as 
an orderly examination of principles and 
their interrelations, from which a consistent 
policy may be developed. A better under- 
standing of the workings and consequences 
of trade, of economic cooperation, and of 
investment will advance the public interest 
and the cause of sound government. These 
hearings, then, were an educational effort. 


Among the 40-plus witnesses who ap- 
peared before the committee to state their 
views on one or several of the many facets 
of foreign economic policy was Mr. David 
J. McDonald, president of the United 
Steelworkers of America. His topic of dis- 
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cussion was one of the very controversial 
ones of our time, “Plans for Offsetting the 
Dislocations Caused by Increased Imports.” 


“It is clear that the United States is still 
pursuing a policy of avoiding injury to 
domestic producers by restricting imports. 
There is little evidence that Congress or 
the people understand how essential it is 
that imports from certain friendly countries 
be allowed to increase as a matter of our 
own self-interest. . . . 


“It is because of my firm belief in the 
desirability of increased trade that, as a 
public member of the Randall Commission, 
I proposed a program of adjustment assist- 
ance to those who might find themselves 
adversely affected by increased imports re- 
sulting from tariff concessions granted in 
foreign-trade agreements. Without such a 
program it is probable that we shall grant 
only nominal tariff and quota concessions. 


“IT urged technical assistance to com- 
panies and communities affected by such 
import competition. I suggested loan as- 
sistance by the Small Business Administra- 
tion, accelerated tax amortization, and 
preference in the placing of Government 
contracts. I proposed further that export 
industries be encouraged to establish plants 
in communities that are vulnerable to in- 
creased imports, that displaced workers be 
entitled to special unemployment insurance, 
and that special provisions be made for 
intensive counseling and placement of work- 
ers who are unemployable.” 
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Articles 


Farm Land Sales 


This is a review of ‘Involuntary and 
Voluntary Sale of Farm Land,"’ by 
Harry M. Halstead. Ohio State Law 
Journal, Winter, 1956. 


The author is a Los Angeles attorney. 


The reviewed article is part of a sym- 
posium entitled “Tax Problems of the 
Farmer.” As the author notes, his dis- 
cussion is of federal income tax problems 
in three specific and limited situations: (1) 
treatment of condemnation awards on con- 
demnations of farm land, (2) allocation 
problems in sales of farms with residences 
thereon and (3) treatment of net loss on 
sale of farm lands as “net operating loss.” 
If the farmer whose land is condemned 
for public use receives property similar or 
related in service or use to replace the 
converted property, no gain is recognized 
under Section 1033(a)(1) for any excess 
value. However, if money or nonsimilar 
property is received, any gain is recognized 
unless the property received is used to ac- 
quire similar or related property, and the 
taxpayer elects not to recognize the gain. 
Where similar or related property is not 
received, the gain recognized is usually sub- 
ject to Section 1231. The author discusses 
the serious tax problems that arise when 
an unharvested crop is included in the con- 
demnation. The Treasury’s position re- 
quires that taxpayers must remove all 
deductions pertaining to a crop condemned 
with the land from tax returns of the year 
of condemnation and prior years, at least 
in the situation where the gain on con- 
demnation is recognized and is subject to 
Section 1231. 


The basis of similar property acquired 
with a condemnation award is its cost de- 
creased in the amount of the gain not 
recognized on the conversion. Where sev- 
eral pieces of property are acquired, the 


504 


July, 1956 ®@ 


Digests and Comments 
from Other Periodicals 
ee Staff Prepared 


basis is allocated according to their re- 
spective costs. 


Turning to the problems of allocation in 
sales of farms, the article notes that “it is 
necessary for the seller to allocate the sales 
price among various classes of assets in 
order to properly report the transaction for 
income tax purposes.” Exemplary classes 
noted include (1) crops and livestock pro- 
ducing ordinary income, (2) farm land and 
equipment producing capital gains under 
Section 1231 and (3) nonbusiness assets, 
such as a personal residence, as to which 
losses are not recognized or as to which 
the realization of gain may be postponed. 
Usually, further allocations are made within 
these categories “so that each item pur- 
chased will have a tax basis for computing 
gain or loss on future sale or for computing 
depreciation as to those assets subject to 
the deduction for depreciation.” 


Under the 1954 Code, the net loss on 
sales of farm lands is includable in the net 
operating loss of individuals. Also includ- 
able in net operating loss is the net loss 
on sales of such things as farm machinery 
and equipment and breeding livestock. Since 
net operating losses can be carried back 
two years and forward five years, the tax- 
payer can use losses incurred in farming 
to reduce taxable income from other sources 
over a period of eight years. 


Other articles included in the sympo- 
sium are as follows: “Tax Accounting for 
Agriculture,” by R. T. Boehm, attorney, 
Columbus, Ohio; “Special Capital Gains 
Treatment for Farmers,” by Harlan T. 
Moen, attorney, Cherokee, Iowa; “Income 
Taxation of Exempt Farmers’ Cooperatives,” 
by Richard R. Murphey, Jr., attorney, 
Columbus, Ohio; “Real Property Taxation 
of Farm Lands and Structures,” by Arthur 
D. Lynn, Jr., and Clinton V. Oster, assist- 
ant professors of economics, Ohio State 
University; “Ohio Taxation of the Personal 
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Property of Farmers,” by C. Emory Glander, 
member of the Ohio bar; and “Application 
of the Ohio Sales Tax Law to Farm Trans- 
actions—A Review of Fundamentals,” by 
Addison E. Dewey, administrative assistant 
to the Ohio tax commissioner. 


Cash-Flow Tax Depreciation 


This is a review of “Four Ways to 
Write Off Capital Investment: Manage- 
ment Should Have a Wider Tax 
Choice,"" by Joel Dean. Journal of 
Business, April, 1956. 


The author is a member of Joel Dean 
Associates and professor of business 
economics, Columbia University. 


The depreciation provisions of present 
tax laws can be substantially improved to 
avoid undesirable side effects of business 
and costly distortions of economic ac- 
tivity. A wider consideration of possible 
alternatives is needed. The article seeks to 
discover what kind of corporate tax law 
would produce the least amount of eco- 
nomic distortion and what kind of de- 
preciation provisions should be embodied in 
such a law. 


The difficulties created by present law 
flow from the existence of high tax rates. 
Our present “timetable” method of tax de- 
preciation for most long-lived tangible 
assets creates a pervasive and durable bias 
against such investment expenditures. The 
permitted expensing of intangible invest- 
ments in the year made creates an over- 
balance of investment in research and 
advertising and the like. Under the time- 
table method of depreciation, small firms 
cannot utilize their opportunities for rapid 
expansion, since they do not have ready 
or reasonable access to capital markets; 
low-profitability firms with substantial un- 
depreciated assets become attractive invest- 
ments, because their cash income is tax-free; 
and too much talent is devoted to finding, 
and blocking, loopholes in the depreciation 
provisions. 

There are three other depreciation rules 
in existence, all of them capable of being 
applied to the entire field of capital invest- 
ment: (1) percentage depletion, (2) “final- 
reckoning” depreciation and (3) cash-flow 
depreciation. The article discusses the traits 
of all four methods of depreciation and de- 
scribes how they are presently used in our 
economy. The author states that manage- 
ment should be permitted to choose among 
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the four and not be limited to the present 
timetable method. 


The most attractive method of tax de- 
preciation, according to the author, is that 
of “cash flow.” Under it, investment out- 
lays are expensable immediately. The bene- 
fits would be a vastly simplified tax system 
with all outlays treated equally; firms with 
the greatest need of funds would be able 
to expense their investments, reducing their 
taxable income by the full amount of the 
investment’s cost—their taxes by about half 
of that—in the first year; and the cash-flow 
method would fit in well with our goal of 
a dynamic and expanding economy, since 
every firm would be encouraged to become 
Or remain an innovator. Since cash-flow 
depreciation would only postpone taxes, 
firms with low or negative investment 
programs would bear a heavier tax burden. 
At the end of their need for new capital, 
the government’s tax take would auto- 
matically increase. The incentive to pre- 
serve or merge moribund companies in 
order to utilize their valuable depreciation 
bases would not exist, since there would 
be no base left, and they would be speedily 
dissolved and their assets released for more 
desirable economic uses. 


The cash-flow method of depreciation 
would improve resource allocations among 
firms and consumers and result in an in- 
crease in the production of goods and 
services people want most; it would end 
the present method’s discrimination against 
investment in long-lived physical assets and 
would provide a built-in private invest- 
ment stimulus operating in good times and 
bad and continuously tailored to the per- 
formance of the individual firm. While 
unexpanding firms might object to higher 
taxes, they could hardly protest that their 
investment programs were being impeded. 


Some methods of restraint would have 
to be devised to restrain investment de- 
mand when the outlook was for over-full 
employment and rising prices and incomes, 
particularly if it were believed that the 
current level of tax rates would fall in a 
few years. Suggested by the article is the 
use of a monetary policy and such devices 
as selective excise taxes on individually 
scarce commodities or a spendings tax if 
inflationary pressures are general. 


The author maintains that using the in- 
come tax as the only method of smoothing 
the investment cycle would cause undesir- 
able side effects and impair its usefulness. 
Where the income tax leaves off, other mone- 
tary, fiscal and tax devices are available. 
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Intention Controls Taxation 
of Investment 


Canadian Tax Letter 


Land Investment Gains 


Taxpayers win appeal to call profits 
from property sales capital gain. 


Though a doctor had originally purchased 
2% acres of suburban land in 1946 with the 
intention of developing the property and 
building multiple-dwelling residences on it 
as an investment, he did not follow through 
on this plan. Rather, he disposed of part 
of the land in 1949 to pay off the mortgage 
on the remainder which, in 1953, he sold 
to a real estate agent. He had also ac- 
quired two lots with the intention of erect- 
ing apartments, but this intention was 
dropped upon discovery of a quicksand sub- 
and he the lots at a loss. The 
Minister wanted to tax the taxpayer’s profits 
as income on the ground that the transac- 
tions amounted to the carrying-on of a 
business or, at least, were an adventure in 
the nature of trade, since the property was 
purchased in the expectation of a future 
capital-appreciation profit. 


soil sold 


The doctor wanted to call his profit capi- 
tal gain, and the Income Tax Appeal Board 
agreed with him. The Appeal Board, in 
weighing the facts of the case, reviewed 
a considerable number of both British and 
Canadian judgments on the question of 
capital gain versus income. From these it 
drew the following principles upon which 
it relied im arriving at its decision: (1) 
The whole course of conduct of the tax- 
payer is to be considered. (2) The intention 
of the taxpayer is one of the factors when 
deciding whether or not a business has been 
carried on but it, in itself, is not sufficient 
for such a decision; also, a distinction could 
be made between a definite and only a 
vague intention to resell: “. the former 
may very well be conclusive that the trans- 
action was entered into in a spirit of enter- 
prise, whereas the latter may be quite 
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consistent with the idea of investment.” 
(3) The nature of the property is an im- 
portant factor and a distinction is to be 
drawn between a commodity that does 
and a commodity that does not form a suit- 
able object of an investment. However, it 
is possible to hold an investment with a 
capital gain in view and, at the same time, 
it is also possible to hold as an investment 
a property that may not yield an annual 
income; a sale of such property does not 
necessarily produce a taxable income. (4) 
The board also distinguished, on facts, this 
case from other “single transaction” cases, 
mainly on the ground that, in the present 
case, there was no connection whatsoever 
between the character of the transactions 
and the taxpayer’s occupation. The argu- 
ment that the taxpayer’s father, to whom 
part of the land was sold, was a building 
contractor himself was rejected by the 
board: “Taxation by association of ideas 
between close relatives is not contemplated 
by any of the relevant provisions of the 
Income Tax Act.” (5) The Appeal Board 
further stressed the fact that there was no 
organized effort on the part of the taxpayer 
to sell his property and that the second sale 
was effected only when the taxpayer was 
approached by a realtor. The board also 
accepted the taxpayer’s evidence, unchal- 
lenged by the respondent, as to why he 
did not take any steps towards implement- 
ing his intention of building the dwelling 
units for rent.—No. 341 v. Minister of Na- 
tional Revenue, CCH Canaptan TAX Reports 
{ 86-104. 


The doctor’s good fortune was dupli- 
cated by two brothers who bought a parcel 
of land with bank savings, held it three 
years without improving it and then sold 
it. It was held that a capital transaction 
was involved and that their profit was 
capital gain—Todd v. Minister of National 


Revenue, 56 DTC 208. 
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Tax-Wise 


Meetings of Tax Men 


Marquette University.—Marquette Uni- 
versity, Milwaukee, Wisconsin, announces 
its seventh annual tax institute October 3-5 
at Brooks Memorial Union on the university 
campus. Laurence H. Nichols, associate 
professor of business administration at 
Marquette, will direct the three-day meeting 
in cooperation with business and industry. 

The program will include sessions on tax 
problems of corporations, individuals, busi- 
nesses and estates, as well as of procedure. 


American Society of Women Accountants. 
—The regular annual meeting will be held 
in conjunction with that of the American 
Woman’s Society of Certified Public Ac- 
countants at Seattle, Washington, from 
September 19 to September 22, immediately 
preceding the annual meeting of the American 
Institute of Accountants. The theme for 
the meeting, “Integrality—Our Dominant 
Factor,” will be developed by speakers at 
a series of technical sessions. 


Private Funds—Public Purposes 


What are corporate responsibilities for 
charitable giving? How can the largest 
return in satisfaction be yielded to the 
corporate donor? To the recipient? To 
society? How do the interests of public 
policy and corporate policy balance? 

These questions were asked and answered 
by Dean Rusk, president of the Rockefeller 
Foundation, in remarks before the Junior 
Chamber of Commerce at Cincinnati, Ohio, 
recently. Mr. Rusk noted: 

“As citizens and taxpayers, all of us are 
interested in the public policy which pro- 
vides tax exemption for a wide range of 
religious, educational and charitable activi- 
ties. On the one hand, we observe a 
significant growth in the use of private 
funds for such purposes—in personal gifts, 
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Taxes... 


Tax People... 
Things Taxed... 


in sharply increased corporate donations, 
and in the appearance of hundreds of new 
foundations. This trend not only deserves 
but will get increasing public attention; 
without doubt, one of the questions which 
will be debated is the effect of these devel- 
opments upon the tax structure itself. On 
the other hand, we see all around us the 
ever-growing needs for voluntary action 
and private funds to sustain the vitality of 
all sorts of activities which have tradition- 
ally relied upon private support, of which 
religious and educational institutions and 
the great variety of social services are the 
most important examples. Impressive 
as is the growth of charitable giving from 
all sources, it can not be shown that giving 
is growing more rapidly than need.” 


Reminding that tax exemption invites the 
use of private funds for public purposes, 
Mr. Rusk pointed out that those who “take 
advantage” of the tax-exemption privilege 
are not slipping through a loophole in the 
law, but “are acting precisely as legislatures 
hoped that many would, indeed, act.” He 
disavowed, of course, “the few tricksters 
with whom the law is catching up.” 


Since the people of the United States 
cherish their religious, educational and chari- 
table institutions and want to support them, 
the problem arises of how this can best be 
accomplished. Of this, Mr. Rusk said: 

“The literature and official record on tax 
exemptions show two arguments which are 
worth at least a mention. The one is that 
private agencies can often do a particular 
job more effectively than government. The 
other is that where private effort undertakes 
a public task, the treasury of the govern- 
ment is saved thereby from an additional 
burden. Surely most of us would 
agree that it would be a great misfortune 
were all the services now provided, for 


example, by the Community Chest agencies, 
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taken over by government; the quality of 
service would almost certainly decline. And 
we shall shortly discover how important 
private effort has been to the public treas- 
ury, as our school and college enrollments 
rapidly increase and the ratio between 
public and private enrollment shifts toward 
the tax-supported sector.” 


State Tax News 


California.—Five more counties have passed 
uniform local sales and use tax ordinances, 
and authorized the state to collect the taxes: 
Mariposa, Mono, Orange, Sacramento and 
San Benito. 


Colorado.—The department of revenue 
has issued a restatement, in a 1956 publica- 
tion, of the sales and use tax rules and 
regulations. Rules and regulations, bulletins, 
letters, instructions and permissions pre- 
viously published are in full force and effect. 
A new rule, No. 26(b), gives instructions 
for the preparation of returns. Rule No. 
1(b) states the distinction between sales and 


use taxes. The tax liability of television 
stations is clarified in Rule No. 64. 


District of Columbia.—Gross sales and 
use tax laws for the District of Columbia 
have been amended to include, as taxable, 
receipts from rentals of tangible personal 
property except for the rental of films, rec- 
ords or any type of sound tran&cription to 
theaters and to radio and television broad- 
casting stations. Also, proceeds from the 
rental of textiles, the essential part of which 
rental includes recurring service of launder- 
ing or cleaning, are excluded from the 
definitions of “retail sale” and “sale at re- 
tail.” 


Under other provisions of P. L. 460: 


Amounts charged for any cover, mini- 
mum, entertainment or other service in 
hotels, restaurants, cafes and bars have been 
added to the definition of “sales price,” and 
the exemption from the sales tax of such 
receipts has been repealed by the amend- 
ments. 


The exemption from the sales tax for 
motor vehicles and trailers has been modi- 
fied to mean motor vehicles and trailers 


which are subject to the fee for issuance of 
certificate of title. 


The changes became effective June 1. 


Illinois.—A notice from the director of 
revenue (May 24, 1956) cautions taxpayers 
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to be sure to complete the use tax and 
municipal retailers’ occupation tax schedules 
of the combined monthly return form, 
RR-1-A. This makes the difference between 
a tax deficiency and a tax delinquency 
which (if a proposed assessment has to be 
issued) means the difference between a 
10 per cent penalty for deficiency and a 
25 per cent penalty for delinquency. For 
information concerning filling out of the 
form, taxpayers are directed to the set of 
instructions which the department of rev- 
enue has issued to explain the return, and 
which may be obtained on request. 


Indiana.—Sales made under contract with 
the federal government are exempt from 
Indiana tax as sales in interstate commerce, 
the Superior Court of St. Joseph County 
recently held. Transactions involving sales 
by a company—acting as primary contrac- 
tor in one instance and as subcontractor in 
another—to the United States Government 
where (1) inspection of the goods by a 
government agent at the plant was required 
before acceptance, (2) the goods were 
shipped out of the state on a common 
carrier and (3) shipments were made on 
government bills of lading are not taxable 
in Indiana. The use of government bills of 
lading does not constitute delivery in Indi- 
ana, since the federal government did not 
take actual possession of the articles until 
they were delivered by common carrier out- 
side of Indiana——Bendix Aviation Corpora- 
tion v. Department of Revenue. 


Kentucky.—Questions of deduction of 
federal income taxes were settled in two 
cases decided by the Kentucky Court of 
Appeals on May 18. 


In Commissioner of Revenue v. Louisville 
& Nashville Railroad Company, Inc., the tax- 
payer contended that for the years 1949-1953 
federal income taxes should be deducted 
from net income (gross income less all de- 
ductions except the one for federal income 
taxes) attributable to Kentucky rather than 
from total gross income prior to apportion- 
ment. The court pointed out that the law 
prior to the 1954 amendment listed the 
deductions allowed the taxpayer without any 
distinction as to the method of computation 
and time for deducting. Therefore, the de- 
duction for federal income taxes was com- 
bined with all other deductions and subtracted 
from gross income to determine the tax- 
payer’s total net income. The resulting 
amount was then divided into nonbusiness 
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and business income, and the business in- 
come was allocated to Kentucky by an 
apportionment formula. 


In Commissioner of Revenue v. Seagram & 
Sons, Inc., the issue revolved around the de- 
duction of federal income taxes on non- 
business income. The court asserted that, 
under the Jaw prior to 1954, federal income 
tax levied on nonbusiness income constituted 
related expenses and must be deducted from 


nonbusiness income. 


Michigan.—The franchise tax on a foreign 
pipeline company doing both interstate and 
intrastate business must be based upon the 
company’s intrastate activities. Where the 
major part of a company’s business is inter- 
state business—completely severable and un- 
related to its intrastate business—and the 
corporation and securities commission and 
the appeal board, in determining the tax to 
be paid, included 50 per cent of the com- 
pany’s interstate receipts in the formula, the 
state must recompute the tax. The formula 
was arbitrary, and imposed an unjust bur- 
den upon interstate commerce.—Panhandle 
Eastern Pipe Line Company v. Michigan Cor- 
poration and Securities Commission et al., 
Michigan Supreme Court, June 4, 1956. 


Minnesota.—An opinion of the attorney 
general holds that the morigage registration 
tax on a mortgage in trust is computed on 
the full amount of the mortgage, based on 
the value of the security, regardless of 
whether or not the mortgagor accepts pay- 
ment of the total amount of money for 
which he contracted. 


New Hampshire.—At the regular session 
of the New Hampshire constitutional con- 
vention, the following resolutions to amend 
the state constitution have been proposed: 


Article 5, Part Second, to provide that 
the general court shall have full power and 
authority to impose and levy taxes on net 
incomes, according to such reasonable defi- 
nition thereof as they may adopt, from 
whatever source derived, which taxes may 
be classified, graduated and progressive, 
with reasonable exemptions—but the maxi- 
mum rate of any such graduated and pro- 
gressive tax may not exceed five times the 
minimum rate thereof (Resolution No. 18); 
to provide for the assessment and taxation 
at special rates upon persons and corpora- 
tions engaged as public utilities in the manu- 
facture, production, generation, distribution, 
transmission or sale of illuminating or heat- 
ing gas, or natural gas, or electric energy 
or atomic energy (Resolution No. 47); to 
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provide for the imposition and levying of 
reasonable rather than “proportional” as- 
sessments, rates and taxes upon all the 
inhabitants of, and residents within, the 
state (Resolution No. 48). 


Article 6, Part Second, to provide that 
property—when passing other than at death 
—may be divided into classes upon reason- 
able bases, including kind and use of prop- 
erty, and kind of business of the taxpayer, 
but not as to value or amount, and differing 
rates and exemptions may be applied to 
different classes, but the tax shall be uni- 
form within the taxing district. A reason- 
able tax may be imposed upon the occupation 
of manufacturers, but they may not be taxed 
upon both their occupation and their stock 
in trade, nor shall merchants be taxed upon 
gross receipts and their stock in trade, nor 
farmers be taxed on their gross receipts 
and their livestock (Resolution No. 17). 


Contingent upon adoption in convention, 
the resolutions will be submitted to the 
voters. 


New Jersey.—The annual tax which the 
state imposes on each domestic corporation 
for the privilege of exercising its corporate 
franchise is valid. The tax is not imposed 
on the property held by the corporation, but 
is a bona-fide franchise tax—Werner Ma- 


chine Company v. State of New Jersey, United 
States Supreme Court, March 26, 1956. 


Under pending legislation, S. B. 307 
would entitle a resident who is the surviv- 
ing parent of a member of the armed forces 
who was killed in action to an exemption 
from taxation on real and personal prop- 
erty, to an assessed valuation up to $500 
in the aggregate. 


The legislature is in recess, from May 28 
to June 28. 


New York.—When a will is ambiguous, 
with no clear direction against apportion- 
ment, beneficiaries of nontestamentary trans- 
fers must bear a proper share of estate 
taxes.—Estate of Rodetta F. B. Pelton, Sur- 


rogate’s Court, New York County, May 4, 
1956. 


Pennsylvania.—During May, 14 tentative 
selective sales and use tax regulations were 


added by the department of revenue to 
facilitate administration of the new tax law: 


Regulations issued on May 8 relate to 
the tax liability of contractors as users of 
the property they purchase to fulfill con- 
tracts; the time at which tax accrues in 
lay-away sales; when and from whom 
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exemption certificates are required; and 
procedures to be followed for registration, 
remittance of tax and record-keeping. 

Later ones, issued on May 25, deal with 
charges for wrapping and packaging serv- 
ices; sales in federal areas; exemption for 
ambassadors and consular officers of for- 
eign governments; accrual of tax on credit 
sales; refunds and allowances on defective 
or obsolete merchandise; consolidated re- 
turns for leased departments; liability of 
house-to-house solicitors; and the deduction 
allowed a licensee to compensate for col- 
lection of the tax. 

An extension of 15 days for filing the 
tentative capital stock and franchise tax 
reports and for making the 80 per cent pay- 
ment for the calendar year 1956 has been 
announced by the secretary of revenue. 
Tentative reports and tax payments which 
would have been due on June 30 are now 
due on July 16 (July 15 is a Sunday). 
The report forms will be mailed to all 
calendar-year corporate taxpayers on or 
before June 20. 


An excise tax has been imposed on dealer- 
users who use fuel in aircraft (H. B. 1942, 
approved May 28). 

It was recently decided by the Orphans’ 
Court of Westmoreland County, in Estate 
of Hoffman, that where the appraiser for 
the state tax division makes an error in 
reporting the appraisement of an interest of 
certain real estate of a decedent, the period 
allowed for appeal starts to run only on 
notice to the parties in interest and not 
from the date of appraisement. This period 
is now 60 days, though an appeal may be 
allowed or a record corrected after the 


expiration of the statutory appeal period 
by reason of a mistake. 


Texas.—In an opinion dated May 14, 
1956, the attorney general clarified the 
franchise tax computation for a corpora- 
tion which had no gross receipts from 
business done in the state during the first 
year following the granting of its charter 
or permit. The franchise taxes of the cor- 
poration for the initial tax year, for the 
additional period—if any—between January 
1 and May I following the end of the first 
year, and for the year beginning May 1 
following the end of the first year, should 
be computed on the basis of the assessed 


value, for county ad valorem purposes, of 
the property held or owned by it in this 
state as of the date of January 1 which 
falls within the first tax year. 

Gas-gathering taxes paid under duress of 
a law subsequently declared unconstitutional 
may be refunded to the taxpayer with 
interest—accrued from the date of judgment, 
not from the date of payment.—State v. 
Tennessee Gas Transmission Company, Texas 
Court of Civil Appeals, Austin, April 4, 
1956. 


Washington.—In C. I’. Wilder Company 
et al. v. Washington, it was decided that the 
use tax applies to a charge made by a pipe 
company to a construction contractor for 
labor and mechanical services in the pre- 
fabrication of reinforced concrete beams 
used or consumed by the contractor in the 
construction of snowsheds for the state 
highway department. The sales tax had 
previously been paid on the materials.— 
Washington Supreme Court, May 3, 1956. 


NEW ZEALAND TAXES ON INCOME—Continued from page 493 


The aggregate amount expended by a 
company and deemed to be irrecoverable is, 
on any date, taken to be the aggregate 
amount expended by the company in devel- 
opment work in New Zealand with respect 
to prospecting or mining for petroleum, 
reduced by the selling value of assets, not 
including any petroleum that has not been 
_recovered from the earth, resulting from 
the aggregate expenditure. 

The taxable income of a petroleum mining 
company in any year shall not exceed the 
amount by which the aggregate dividends 
paid to shareholders at the end of that year 
exceeds the sum of the aggregate amount 


510 


July, 1956 @ 


expended and deemed irrecoverable and 
the aggregate taxable income of the com- 
pany in former years. 


A petroleum mining company is exempt 
from the social security contribution. How- 
ever, all shareholders, except nonresident 
individuals, would be subject to the social 
security charge on dividends received from 
the company. 


RELIEF FROM DOUBLE TAXATION 


(1) Income derived by a person resident 
in New Zealand from some other country 
or territory within the British Common- 
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wealth is exempt from income tax provided 
the taxing authorities are satisfied that the 
income is chargeable with income tax in 
that country or territory. Authoritative 
interpretation of the foregoing indicates 
that if the overseas income is of such a 
nature that it is liable to be taxed it is 
“chargeable” with income tax even though 
by reason of special exemptions or deduc- 
tions that income does not actually bear 
tax. The income must be included in the 
taxpayer's return as nonassessable income 
and is subject to the charge for social 
security contribution. 

(2) New Zealand has entered into tax 
agreements for relief from double taxation 
with various countries and territories within 
the British Commonwealth and also with 
the United States. However, no reciprocal 
agreement exists between Australia and 
New Zealand. Reference should be made 
to the provisions of these agreements in 
determining the incidence of income taxes 
on the nationals of each country. 


RETURNS AND ASSESSMENT 


Returns are due for filing by both indi- 
viduals and companies by July 7 following 
the close of the taxable period. Normal 
closing or “balance date” is March 31 in 
each year; however, the taxing authority 
will approve other fiscal periods in special 
circumstances. The filing date of July 7 
will apply for periods ending from October 
1 to May 7. For all other closing dates the 
return must be furnished within two months 


thereafter. 


Assessment is made by the taxing au- 
thority and notice of assessment is generally 
tendered the taxpayer prior to the due date 
for payment. This due date is usually in 
the month of February subsequent to the 
filing date for returns; the taxpayer is 
notified by publication 14 days in advance 
and the due date is indicated in the notice 
of assessment. 


Assessment may be appealed provided 
objection is filed within one month of the 
date of notice. The statute of limitations 
extends for five years from prescribed 
balance date (March 31). 


SOCIAL SECURITY CONTRIBUTION 


As evident by its title the social security 
contribution is a tax assessed to provide 
a fund, administered by the government, 
for the payment, to those entitled, of vari- 
ous benefits. Administration for the assess- 
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ment and collection of the contribution 
is delegated to the Commissioner of Taxes 
and for these purposes the contribution is 
administered as if it were income tax. 


Tax Imposed; Liability 


The social security contribution is a 
charge on salaries, wages and other income 
levied at the rate of 1s 6d (7.5 per cent) for 
every £1 of the items mentioned. 


Subject to any specific exemptions, every 
person from the age of 16 years who is 
ordinarily resident in New Zealand is liable 
for the social security contribution. A per- 
son is deemed to be ordinarily resident in 
New Zealand if he has remained or remains 


there for a continuous period of 12 months, 


Every company, resident or nonresident, 
unless specifically exempt, is liable for the 
social security contribution on income. Com- 
panies specifically exempted are mining 
companies, petroleum mining companies and 
life insurance companies. 


Salaries and Wages; Income 


The term “salaries and wages” includes 
any bonus, gratuity, board or lodging, or 
emolument of any kind in respect to 
employment. 

The social security contribution with re- 
spect to salaries and wages is deducted by 
the employer. 

The term “income” includes all income 
assessable under the income tax act and 
all dividends derived from companies. How- 
ever, dividends received from a company 
liable, on its income, to the social security 
contribution are exempt to the shareholders. 


Carry-Forward of Losses; 
Returns and Assessment 


Losses incurred in any income year may 
be carried forward and applied to the first 
income arising in the succeeding six years. 

In the case of companies, assessment for 
social security contribution is normally made 
at the same time tncome tax is assessed 
and on the basis of the company tax re‘urn. 
In other cases a return is required to be 
filed by July 7 with payment of one half 
the contribution due. The balance is pay- 
able by December 7. 

Assessment may be appealed provided 
objection is filed within one month of the 
date of notice. The statute of limitations 
extends for five years as in the case of 


income tax. [The End] 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: August 15—Personal income 


tax second installment due. 


ARKANSAS: August 10—Franchise 
due. 


tax 


CALIFORNIA: August 15—Personal in- 
come tax second installment due. August 
31—Unsecured personal property tax de- 
linquent (5 p.m.). 


CONNECTICUT: August 15—Annual re- 


ports and fee from foreign and domestic 
corporations due (to be filed with Secre- 
tary of State). 


IDAHO: August 13—Property 


from sleeping car companies due. 


reports 


IOWA: August 1—Corporation reports due 
(last day). 


1956 


1956 AUGUST 

“an a4» @” 1 2 3 4 
5 6 

12 13 

19 20 
26 27 


LOUISIANA: August 15—Corporate in- 
come tax second installment due.—Per- 
sonal income tax second installment due. 


MARYLAND: August 1—Property tax as- 
sessed by State Tax Commission due. 
MISSISSIPPI: 
balance due. 
NEW JERSEY: August 1—Property tax 

quarterly installment due. 

NORTH DAKOTA: August 1—Domestic 
corporation tax reports and payment due 
(last day). 

OKLAHOMA: August 31—Corporation li- 
cense tax reports and payment due (last 
day). 


OREGON: August 15—Corporation license 
tax reports and payment due.—Property 
tax delinquent.—Property tax quarterly 
installment due. 


WISCONSIN: August 1—Corporate in- 
come tax second installment due.—Per- 
sonal income tax balance due. 


August 1—Property tax 


DIRECTORS’ LIABILITY FOR FEDERAL TAXES AS A RESULT OF 
CORPORATE LIQUIDATION—Continued from page 480 


whose existence is known to the directors 
should be investigated. 


Although transferee liability may be diffi- 
cult to enforce, under the current statutory 
scheme, that remedy is the only one pro- 
vided where debts are not paid, as in cor- 
porate liquidation. Perhaps Section 3467 
should be amended to cover distributions 
in liquidation of corporations and distribu- 


* Even if the directors are not liable under 
Ser. 3467, federal income taxes may be collected 
from corporate directors if so authorized by 
state law (see G. C. M. 3491, VII-1 CB 147). 
An exploration of this area is beyond the scope 
of this paper. 

The following are previous discussions of 
Sec. 3467: Alexander, ‘‘Personal Liability of 
Executors and Trustees for Federal Income, 
Estate and Gift Taxes,’’ 7 Tax Law Review 
1 (1953); Casey, 3 Federal Tax Practice, Secs. 
12.51-12.84 (1954); Collie, ‘“Tax Responsibilities 
of Executors,’’ 90 Trusts and Estates 676 (1951); 
Greenbaum, ‘‘What Is the Personal Responsi- 
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tion of estates, but this section does not, 
properly construed, cover these situations 
at the present time.” Until, however, a 
clear retreat to the statutory language is 
made, the prudent director should assume 
that he will be subject to personal liability 
for making distributions in disregard of 
the priority of the United States, whether 
or not in payment of debts. [The End] 


bility and Liability of the Fiduciary for Pay- 
ment of Taxes?’ Proceedings of New York 
University Decennial Institute on Federal Taxa- 
tion (1952), p. 881; Hadley, ‘‘Personal Liability: 
A Bogeyman for the Estate Fiduciary,’ 28 
TAXES 133 (February, 1950); Mertens, The Law 
of Federal Income Taxation, Secs. 36.86, 57.84; 
Paul, Federal Estate and Gift Taxation (1942), 
Secs. 13.23-13.24, 13.44, 13.46, 15.48-15.49 and 
15.51; Stutsman, ‘“Tax Responsibilities of an Ex- 
ecutor,’’ Proceedings of Tax Institute, Univer- 
sity of Southern California School of Law 
(1950), p. 551. 
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Federal Tax Calendar 


August 15— 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) employees’ 
tax withheld under Section 3102 and 
(3) employer’s tax under Section 3111 
where, during the preceding month, the 
aggregate of such amounts exceeded 
$100. If an employer pays wages 
to agricultural labor subject to taxes 
under (2) and (3) above, he will make 
a separate computation for this group 
to determine whether the $100 mini- 


mum has been exceeded. (Regulations 
120, Section 406.606.) Form 450 (de- 
positary receipt). 


Due date, by general extension, of returns 
for the fiscal year ended February 29, 
1956, in the case of (1) foreign partner- 
ships, (2) foreign corporations which 
maintain offices or places of business 
in the United States, (3) domestic cor- 
porations which transact their business 
and keep their records and books of 
accounts abroad, (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United States. 
(Code Sections 6081 and 6151; Regula- 
tions 118, Section 39.53-3(a).) Forms: 
(1) Form 1065; (2)-(4) Form 1120; (5) 
Form 1040. 


Monthly information returns of stock- 
holders and of officers and directors 
of foreign personal holding companies 
due for preceding month. (Code Section 
6035.) Form 957. 


Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 


tion 113.142.) 
August 31— 


Due date for deposit of the following 
excise taxes for July to an authorized 
depositary, if such taxes reportable for 
July exceeded $100; taxes on safe de- 
posit boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 
cable messages and services; transpor- 
tation of persons; admissions, dues and 
initiation fees; gasoline, lubricating oils 
and matches; sales by manufacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailers; manufacture of sugar; trans- 
portation of property; and diesel fuel. 
(Regulations Section 477.4.) Form 537 
(depositary receipt). 


City Tax Calendar... 


August 15—Arizona: Phoenix business priv- 
ilege tax reports and payment due. Colo- 
rado: Denver sales tax reports and pay- 
ment due. Michigan: Detroit property tax 
semiannual installment due. Pennsylvania: 
Erie employer withholding tax reports 
and payment due. 


August 20—Louisiana: Baton Rouge sales 
and use tax reports and payment due; 
New Orleans sales and use tax reports 
and payment due. 


August 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


August 31—Delaware: Wilmington property 
tax due (last day). Michigan: Detroit 
property tax in single installment due 
(last day). Ohio: Cincinnati employer 
withholding tax reports and payment due; 
Dayton employer withholding tax reports 
and payment—if more than $100—due. 





Other Helpful, Informative 
CCH Magazines 


Insurance Law Journal 


Each month, this helpful magazine presents timely 
articles on pertinent subjects of insurance law, digests 
of recent decisions, comments on pending legislation, 
rulings of state commissioners and attorneys general, 
and other timely features. It is edited exclusively 
for insurance law men, by insurance law men. 
Emphasis is on the insurance law fields of Life, 
Health and Accident, Fire and Casualty, Automobile, 
and Negligence. Issued monthly; subscription rate— 
$10 a year, including a handsome binder for perma- 
nently filing a year’s issues. Send for a sample copy. 


Food Drug Cosmetic Law Journal 

Essentially, the purpose of the Journal is to stimulate 
and facilitate the exchange of professional views in 
a highly specialized field of law. Each issue presents 
notes on legislative, administrative and judicial de- 
velopments plus signed articles on legal problems 
involved in the preparation, packaging, labeling, stor- 
age, and distribution of foods, with respect to nutri- 
tion, health, and the general public welfare. Issued 
monthly; subscription rate—$15 a year, including 
binder for year’s issues. Sample copy sent on request. 


Labor Law Journal 


Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
Journal presents timely articles on the complex rela- 
tionship of Law, Labor, Government, Management, 
and Union. Each month, it brings you the serious 
thinking, viewpoints, and attitudes of leaders in the 
field—on significant labor law problems. Specialists 
in the field treat troublesome phases of labor law in 
factual, hard-hitting articles. No punches are pulled 
—nothing is “slanted.” Issued monthly; subscrip- 
tion rate—$10 a year. Sample copy on request. 
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